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P. 215, |. 13, for “loans and deposits” read “‘speculative loans.” 

L]. 16, 17, for “creation of deposit currency” read “availability of 

bank loans.” 

L. 109, for “reserves and loans” read “speculative loans.”’ 

L. 21, for “large loans” read “‘speculation.”’ 

L. 25, for “bidding for goods” read “buying and commercial 
”? lending. 

‘ 
P. 220, second and third lines from bottom, for “‘t918”’ read 

“t919”; for “‘t919” read “1920.” 
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THE JOURNAL 

POLITICAL ECONOMY 

VoLUME 29 March 1921 

THE ORIGIN OF UTILITY COMMISSIONS IN 

MASSACHUSETTS 

Occasional attacks upon commissions charged with the duty of 

regulating and supervising the various types of business affected 
with a public interest make it worth while to review the circum- 

stances out of which these commissions developed. The situation 

in Massachusetts in the days before commission regulation pre- 

sumably differed only in degree and not in kind from that which 

has existed in other states; and careful study of this situation 

indicates that a permanent executive agency has seemed at suc- 
cessive crises in the history of corporate control to be the only 

adequate remedy for an intolerable situation. Massachusetts 
offers an especially useful illustration of the breakdown of other 

means of public regulation, commencing with the case of the banks 

in the decade 1830 to 1840, and including the case of insurance 

companies in the fifties, the railroads in the sixties, and the gas 

companies in the eighties. A brief review of the essential facts in 

each of these cases will be followed by a review of the conditions 

which ultimately precipitated commission regulation. 

I 

For nearly a half-century Massachusetts relied on the law, 

strong in its own right and enforced by the private interests of 
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178 LEONARD D. WHITE 

litigants, to restrain banking corporations within the limits of 

sound banking principles. By 1829, the General Court had 

developed a body of banking law which was probably the most 

advanced to be found within the Union at that time. The legis- 

lature for many years had been conservative in the grant of new 

charters,? but the changed economic conditions consequent upon 

the development of manufacturing enterprise occasioned a demand 

for new banking facilities which could not be withstood. Yielding 

to the pressure, the General Court created more banks than were 

actually required,’ and a period of exaggerated competition ensued 
which tested the means of control then possessed by the state and 

demonstrated the necessity of more adequate public agencies. 

This period of banking activity brought into play for the first 

time the legislative investigating committee. From the earliest 

days the legislature had reserved, as the ultimate guaranty of the 

efficacy of the law, the right to investigate banks by special com- 

mittee. These committees undertook oh behalf of the legislature 

the function of executing and enforcing the law. When specially 

appointed by the legislature for the purpose they were authorized 

to examine into the affairs of any bank chartered by the state; if 

after a hearing the committee found and the legislature determined 

that the corporation had exceeded its powers or failed to comply 
with any of the rules, restrictions, and conditions provided by law, 

the charter of the corporation might be declared by the legislature 

forfeit and void.‘ 

The first of such committees was organized in 1830, and as a 

result of its investigations, which uncovered fraudulent misrepre- 

sentation concerning their capital stock, three banks were deprived 

of their charters.s These banks stoutly maintained that the 

*See Laws Mass., 1828, c. 96. All references to laws, documents, and reports 

of commissions deal with Massachusetts unless the contrary is indicated. 

2 Bank Commission Report, 1866, pp. 45-46. 

3L. Hamilton, Memoirs of Robert Rantoul, Jr., pp. 350, 354. 522; Senate Docu- 

ment 17, 1830, p. 29; House Document 1, 1831, p. 7. 

4 Laws Mass., 1828, c. 96, No. 17. 

5 Senate Documents 9, 17, 50, 1830. Laws Mass., 1829, c. 64, C. 104, C. 105. 

Owing to the double session of the General Court, these laws are properly cited as of 

the legislative year 1829, although they were passed in the calendar year 1830. 
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authority of a prevalent banking custom should be held sufficient 

excuse for their admitted violation of the law. Although this plea 

was denied, nothing further was done to investigate the alleged 

prevalence of illegal custom, and Governor Lincoln expressed the 

opinion, 

that by retaining in the government the right to require at pleasure returns 
of the state of the institution with the power of visitation and inquiry by 
committees, and a control over the charters upon any excess of authority, the 
means of correction may be applied upon the first appearance of mischief. 

A second investigation was made in 1834 which appeared to 

indicate that the banks had not materially altered the business 

methods condemned four years earlier.2 The legislature retained 

confidence nevertheless in its system of control. Their committee 

reported: ‘The fact that the legislature knows and censures this 

oppressive practice may and it is hoped will deter the Banks from 

it hereafter.’’ 

In 1836 the directors of the State Bank attempted to bring 

these investigations to an end by alleging the illegality of an exami- 

nation proposed to be made into their affairs.4 The insistence of 

the committee quickly broke down this opposition, and seventeen 
banks were subjected to special examination. The charters of 

the State Bank and the People’s Bank were subsequently declared 
null and void; but at the succeeding session were restored.5 

Most unsatisfactory results were obtained in 1837. Agitation 

against banks continued and the legislative committee persisted 

in its search for violations of the law. One committee reversed the 

findings of another; banks which later proved to be in unsound 

condition were given a clean bill of health; and a thorough investi- 

gation of the banking system was not even contemplated. It 

remained, however, for the revelations of 1838, following upon 

the panic of 1837, to complete the destruction of the usefulness of 

the legislative investigating committee. Ten banks were examined 

1 Senate Document 1, 1830, p. 7. 

2 See Senate Documents 50, 53, 76, 1834. 3 Senate Document 50, 1834, p. 12, 

4Senate Documents 26, 47, 1836; L. Hamilton, Memoirs of Robert Rantoul, 

PP. 336, 350. 
5 Laws Mass., 1836, c. 283, 284; 1837, c. 100, 105; Senate Documents 45, 47, 

1836; House Documents 62, 65, 1836. 
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in this year, and the reports which were made to the General Court 

indicated how completely the previous committees had failed to 

accomplish their task. 

The most startling event in the financial world subsequent to 

the general suspension of payments was the failure in January, 1838, 

of the Commonwealth Bank, supposed to be one of the strongest 

institutions within the state. Its affairs appeared in a most 

deplorable light. Overdrafts had amounted to $194,564; and the 

officials of the bank were among the most persistent offenders. 

The New England Crown Glass Company, of which the president 

and a director of the Commonwealth Bank were members, created 

a debt with the bank, without security, for $123,000. Loans were 

made far beyond the capacity of the bank. Some of the directors 

were grossly ignorant of the affairs of the institution.t In other 

investigations falsification of returns, fraudulent loans in lieu of 

capital stock, illegal loans to stockholders, and a variety of other 

misdeeds appeared.2 The president of the Franklin Bank could 

neither read nor write, except to write his own name.’ 

By 1838 it was therefore clear that the system of public regula- 

tion then provided had failed to safeguard the public interest. In 

spite of this means of control, banks evaded the law frequently 

and often with impunity, and the various investigations were useful 

chiefly in that they showed to what an extent the law was being 

violated. ‘The weaknesses of the legislative committee as an 

enforcing agency are sufficiently obvious. Its supervision was 

necessarily temporary and intermittent; its activities were usually 

undertaken after the damage had been done; its members, depend- 

ing on their own genius for discovery, were readily deceived. 

Moreover, the effects of an investigation even in the case of a bank 

ultimately proved innocent of transgression were liable to be 

disastrous. The novelty of the proceedings, their relative infre- 

quence, the inevitable suspicion which an examination directed 

against a bank, the rumors which an investigation set loose were 

of most serious consequence. 

* See House Document 35, 1838. 

2 See Senate Documents 25, 26, 34, 35, 40, 1838. 

3 Senate Document 35, 1838, p. 24. 

4Senate Document 58, 1837; House Document 13, 1838. 
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The character of the punishment which was open to the legis- 

lature was likewise inequitable. Whatever the degree of guilt 

disclosed, the legislature was limited to one of two courses: either 

to annul the charter and close the career of the bank, or to release 

it, chastened perhaps by its experience, but without having imposed 

upon it further penalty or new guaranty against future misconduct. 

Influenced by these considerations, Senator Lawrence of Hamp- 

shire undertook in 1836 to crystallize opinion in favor of a perma- 

nent executive commission whose function it should be to enforce 

the laws of the state concerning banking by a continuous and 

intimate supervision of their affairs.‘ A bill creating such a com- 

mission passed the Senate in 1837 but was defeated in the House. 

In 1838 a bill was approved by both houses and a new system of 

public control of corporations, centering about a bank commission, 
was instituted in the state. A demand for economy and suspicion 

concerning the impartiality of one of the commissioners combined 

with partisan hostility to bring about the abolition of the Bank 

Commission in 1843. It was restored with amplified authority in 

1851 and with changes in both structure and powers has enjoyed 

a continuous existence since that date. 

No sooner had the bank problem thus been put in the way of 

solution than a similar problem loomed on the horizon in the case 

of the insurance companies. ‘The decade 1820 to 1830 saw much 

the same enlargement in number of insurance companies as of 

banks, and the accelerated rate of incorporation was maintained 

until the Civil War.?, Meanwhile there had come about an invasion 

of the state by foreign companies, which not only intensified com- 

petition for business but tended to drag the competition to a very 

low plane of business ethics. By 1855 the total amount of insurance 

outstanding in Massachusetts amounted to $525,228,820.3 

Prior to the creation of the Insurance Commission, public 

control of the insurance companies rested upon the law defining 

their powers and duties, upon the personal liability of directors 

and agents, as enforced by the courts in private suits, and upon a 

See Boston Daily Advertiser, February 23, 1837. 

2 Sixth Annual Report Insurance Commissioner, p. 14. 

3 Third Annual Report Insurance Commissioner, p. 5. 
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régime of publicity designed to acquaint both legislature and people 

with the real condition of each company.’ Foreign companies 

were subject to regulations of the same nature, but rather more 

drastic in scope. It is to be observed that there was no special 

law-enforcing agency. The legislative committee, which from 

1830 to 1837 had been so active on behalf of the General Court in 
applying the law to the delinquent banks, never became a working 

instrument of the state to control the insurance companies. It 
may be surmised that the experience of earlier years with this 

committee was sufficient to foreclose its later use. 

This system of control in turn failed to meet the demands of 

the time. The law itself fell into such a confused and uncertain 

condition that both insurance companies and public officials were 

unable accurately to define the powers and responsibilities of the 

business.? No adequate protection could be found under this 

system of control against fraudulent and illegal insurance, especially 

by foreign companies. The state was overrun with a class of itin- 

erant insurance agents, in open and defiant disregard of the laws of 

the state, whose only object was to secure their own commissions. 

The companies for which they acted were in most instances no 

more honest than their agents. Being themselves aware of the 

utter worthlessness of their policies, they of course were willing to 

issue them at less rates than responsible companies could and until 

the bubble burst parties seeking insurance would naturally choose 

the cheapest. 

The General Court was led astray by an undue confidence in 

competition as the automatic regulator of business enterprises, and 

in order to insure competition proceeded to incorporate in ever- 

increasing numbers. In the five-year period from 1851 to 1855 no 

less than seventy companies were authorized to write insurance, 

in addition to the foreign companies which were pouring into the 

state. The insurance commission reported in 1855: “An un- 

healthy and reckless competition in the business of insurance, in 

* See Laws Mass., 1854, c. 453. 

*Senate Document 17, 1853; General Court Documents, 1854 (unnumbered 
series); Second Annual Report (ex officio) Insurance Commission; First Annual 

Report Insurance Commission, p. 4. 

3 Third Annual Report Insurance Commission, p. 14. 
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this as well as in other states, has tended to render the public less 

safe and the business less respectable.’’* 

The courts were constantly being called upon to compel delin- 

quent companies to perform the terms of their contracts. Although 

some satisfaction was obtained at their hands, judicial control 

proved inadequate. Complaints were directed against mutual 

companies in particular of evasion of justice by use of the techni- 

calities of judicial procedure. Many preferred to settle on the 

terms of the corporation rather than subject themselves to the 

uncertainty, delay, and anxiety involved in the succession of appeals 

in which the company was only too likely to indulge. In the case 

of foreign companies it was difficult until 1854 to serve judicial 

writs. The company was represented by no responsible official 

whatever in the state, and the agent, when he could be found, 

frequently was some needy fellow against whom suit was useless. 

A long series of frauds and irregular practices culminated in 

the exposure of the Metropolitan Fire and Marine Insurance 

Company, the People’s Mutual Fire Insurance Company, the 

Massachusetts Mutual Fire and Marine Insurance Company, and 

the Appleton Insurance Company. The evidence uncovered in 

these cases shows clearly how far the legislature had failed to keep 

the insurance business in a healthy condition under the system of con- 

trol in existence before the Insurance Commission took up its work. 

By means of barefaced fraud at the inception of the Metro- 

politan Company, it started without any capital, although supposed 

to have $200,000 paid in and invested in accordance with the law. 

The president finally absconded with the available assets. The 

causes of insolvency were stated to be fraud in the management 

of its funds, reckless extravagance in its expenses, the extended 

field of its operations, and the failure of many of its agents to 

account for the premiums received by them. 

The accounts, investments, and business transactions have been kept 

with so little regard to accuracy and truth that it has been difficult and per- 

plexing to follow through its wicked and eventful history In its incep- 

tion, its history, in illegal transactions and gross violations of the law, in shame- 
less fraud and wanton deception, it has developed a system of financial cor- 

ruption almost without a parallel. 

1 First Annual Report Insurance Commission, p. iv. 

2 Ibid. 
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Inquiry into the People’s Company revealed considerable funds 

for which no account could be given, a total of $66,000 unpaid 

losses, violation of the law concerning the election of treasurer and 

classification of property insured, and a collusive reinsurance of 

over $1,000,000 risks of the first class. This entry was found in 

the company records: ‘That the Directors . . .. be provided 

with an excursion down the harbor, at such time as the President 

shall designate.”” The Insurance Commission concluded their 

review of this case as follows: 

The payment of salaries disproportionate to services rendered, the extrava- 
gant allowances in commissions to agents and for the collection of assessments, 
the unjustifiable and unavailing practice of resisting by litigation, the claims 
for losses, the careless and insecure management of its funds, have contributed 
quite too much to its present embarrassment.* 

The officers of the Massachusetts Mutual Company seemed to 

have been “wholly unfit, either by knowledge or business tact, 

to manage an institution, requiring the exercise of the best judg- 

ment and largest experience.”” The Appleton Company appeared 

to be a corporation organized to take over the risks and business 

of a fraudulent and insolvent company recently dissolved by act 

of the legislature. 

The necessity for more effective regulation of the insurance 

business which these disclosures revealed was emphasized by the 

growing interrelations of the various types of business corporations 

one with another. Insurance companies held much bank and rail- 

road stock, banks invested in insurance companies and made loans 

to railroads, until all three classes of corporations became financially 

integrated. Depression or failure in one business affected the 

standing of the others; and the protection which was then afforded 

by law to the banking business stood in danger of being destroyed 
by the extravagance of the insurance companies.’ 

The evidence drawn from the circumstances leading to the 

creation of the Insurance Commission thus confirms the conclusion 

reached by the study of the Bank Commission. In both cases a 

period of state control consisting essentially of legislation, with 

* First Annual Report Insurance Commission. 

* Third Annual Report Insurance Commission. 
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some attempt to secure publicity, enforced by private suit in the 

courts, led to failure to observe the law, abuses of management, 

fraud, and deception. The circumstances leading to the establish- 

ment of the Railroad Commission, while illustrating the inadequacy 

of such a system of control, involve a somewhat different set of 

considerations. 

In dealing with the railroads the General Court relied to some 

extent on county commissioners, mayors, and selectmen, and in 

isolated cases on ad hoc commissions. Their functions were, how- 

ever, of secondary importance; and in matters of the first impor- 

tance the legislature relied on itself. By 1869 over a thousand 

statutes, general and special, had been passed to define the legal 

position of the railroads. 
The essence of this mass of legislation is found in three pro- 

visions, one dealing with rates, a second reserving the right of the 

state to purchase, the third reserving power to alter or amend the 

charter of the corporation. The railroads were authorized to levy 

such rates as they chose subject to the authority of the legislature 

to alter or reduce them, provided, however, that the rates were not 

thus reduced so as to produce less than ro per cent per annum. 

On what basis the 10 per cent was to be calculated no information 

is given.' The legislature reserved the right to purchase the roads 

after the expiration of twenty years upon payment of a sum suf- 

ficient to equal the amount of capital paid in, together with a net 

profit of ro per cent thereon per year.? By an act passed in 1831, 

power to amend, alter, or repeal charters thereafter granted was 

reserved to the legislature.’ 

To these elements of the railroad régime prior to 1869 should 

be added the elaborate requirements for publicity; from 1836 

annual reports were required of the railroads, and these became 

increasingly broader in scope and more definite in particulars. 

What were the results in the railroad world of a system of 

public regulation essentially similar to that formerly applied to 

banks and insurance companies? ‘The same confusion in the state 

of the law which hampered the Insurance Commission obstructed 

* Revised Statutes, 1836, c. 38, sec. 83. 

2 Tbid., sec. 84. 3 Laws Mass., 1831, c. 81. 
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the Railroad Commission. The tax commissioner was unable to 

obtain information concerning charters supposed to be in existence. 

Private interests obtained charters not for construction but for 

speculation. The work of the legislature and its committees was 

very seriously affected by the necessity of considering and passing 
an enormous number of railroad bills." 

Another significant outcome was the development of a powerful 

and persistent railroad lobby. Mr. Charles Francis Adams, Jr., 

referred to this railroad influence at the time in the following words: 

Everyone has an idea of the system of legislative influence and control 
which the railroads have developed. They are regularly represented by their 
directors, attorneys or agents, in every Congress and in each state legislature. 
One consequence of this has been the growth of a most corrupt system of 

legislative manipulation and log-rolling. Alarming illustrations might be 
drawn from the recent history of Massachusetts.3 

The guaranty of 1o per cent profits coupled with immunity 

from rate interference so long as the railroads limited themselves 

to not more than this return seems to have co-operated with other 

causes to produce an unprogressive management of some lines.‘ 

The railroad managers in Massachusetts as early as 1854 were 

alert to the danger of legislative interference,’ and in order to 

avoid any such possibility were content to maintain a uniform and 

limited amount of traffic which netted only the legal maximum 

return. But a small amount of traffic tended to require a high 

rate per unit; and the demands of an expanding business played 

havoc with a stationary railroad policy. Complaints multiplied, 
but produced so little effect that merchants shipped their goods by 

devious routes rather than endure the delays and high rates experi- 

enced on certain of the main arteries of communication. 

* First Annual Report Railroad Commission, pp. 44-45; Second Annual Report 

Railroad Commission, pp. vi-viii. 

2 Senate Document 360, 1869. 

3C. F. Adams, Jr., ‘Railway Problems in 1869,” in North American Review X, 

126, 127. 

4See on this point Senate Document 57, 1851; House Document 125, 1853; 

House Document 330, 1866; House Document 181, 1867; Boston City Documents 22, 

1867; C. F. Adams, op. cit. 

5 See Journal of the Proceedings of the General Railroad Association, November 23, 

1854, Pp. 17. 
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Complaint was likewise entered on unfair discrimination in 

rates especially as between local and through rates. These com- 

plaints were confirmed by committees of the legislature." There 
was also an opinion that rates were on the whole too high, although 

this phase of the rate question did not receive much discussion. 

These general consequences of the existing plan for controlling 

the railroads, which were tending in the direction of an adminis- 

trative board, were emphasized by the experiences of the state in 

loaning money to the railroads and in undertaking the construction 

of the Hoosac Tunnel. The credit of the state, first extended in 

behalf of railroad corporations in 1837, was,employed within the 

next four years to an amount of over $6,000,000.? The opposi- 

tion of Governors Morton and Davis sufficed to bring this period of 

state aid to an end in 1841; but in 1854 the General Court granted 

$2,000,000 to the Troy and Greenfield to aid in the construction of 

the Hoosac Tunnel. By a series of authorizations, over $3,300,000 

had also been voted by various towns and cities to assist railroad 

construction; and in 1869 towns of less than 12,000 inhabitants 

were authorized to subscribe in aid of railroads a total amount of 

$22,000,000,. of which sum over $2,300,000 had been applied by 

the end of 1870.3 The state thus had a financial stake which it 

was bound to protect, and it cannot be doubted that this motive 

was permanently at work driving the legislature to a stricter and 

stricter supervision of the roads.‘ 

In 1861 irregularities appeared in the payments made to the 

Troy and Greenfield road, suspension of work followed, and the 

state eventually was forced to undertake completion of the project 

on its own account, or lose both the three-quarters of a million 

dollars already advanced and the longed-for additional connection 

with the West. Faced with this alternative, the General Court 

authorized public construction; and there followed four years of 

tunneling under the direction of a state engineer, marked by heavy 

* House Document 330, 1866; House Document 181, 1867. 

2 House Document 114, 1866. 

3 Second Annual Report Railroad Commissions, pp. viii-ix. 

4 See for an early expression of this view the address of Governor Morton, House 

Document 9g, 1840. 
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expense, unsatisfactory progress, discouraging delays and accidents. 

The remainder of the work was finally turned over to private con- 

tractors in 1868. The experience of the state with the Troy and 

Greenfield eliminated as a possible solution of the railroad problems 

in Massachusetts the plan of public construction and operation then 

vigorously advocated by Josiah Quincy. 

The entanglement with the Boston, Hartford, and Erie com- 

pleted the demonstration of the necessity for more effective public 

control. This road appeared before the General Court in 1867 

praying for assistance in completing its connection with the West." 

Mr. Charles Francis Adams had not yet taught the legislature the 

true interest of the state in its railroads,? and the General Court 

was easily persuaded to loan credit to this optimistic applicant. 

Soon, however, ugly rumors began to be heard, and in the spring 

of 1869 it became apparent that the funds of the company, obtained 

in part from the Commonwealth, were being used for speculative 

and fraudulent purposes. The attorney general, at a public hear- 

ing, described items of “legal expense” amounting to $355,000; 

payments to the Erie Company of over $700,000 for “‘items which 

were mostly corrupt and criminal’; losses incurred by purchasing 

its own stock in a fraudulent attempt to maintain its value on the 
stock exchange of over $1,500,000; allowances to Farwell and 

Company of $967,000 for losses incurred for the company in the 

same project; salaries to directors, forbidden by law, amounting 

to $160,000; items of about $500,000 spent in corruption and 

bribery in New York City in securing contracts from the Erie 
Railroad and in bringing about the election of J. S. Eldridge (then 

president of the Boston, Hartford, and Erie) as president of the 

Erie road. A majority of the committee of the General Court 

were nevertheless captured by the argument of Richard A. Dana 

for the bondholders. Mr. Dana asked: “Will it alter the export 

trade of Boston that the ephemeral officers of the road have not 

done well?” Still under the spell of the western traffic, the 

* House Document 299, 1867. 

2 See First Annual Report Railroad Commission for his remarkable analysis of the 

railroad question in Massachusetts. 

3 Senate Document 133, 1870, Appendix, Argument of the Attorney General. 
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General Court actually voted further sums to replace those squan- 

dered by the officers of the company. The bill was, however, 

promptly vetoed by Governor Claflin. 

Certainly the most remarkable feature of this affair is the will- 

ingness of the legislature to become the adjunct to the speculation 

and fraud which characterized the proceedings of the Boston, 

Hartford, and Erie. Blinded by its overwhelming ambition to 

capture the western trade, the legislature proved to be a ready 

tool for the managers of the railroad. Had the veto of the governor 

not been effective, the precedent then established could not have 

failed to become disastrous. 

No incident shows more clearly the ineptitude of the legislature 
in its dealings with the railroad corporations. The directors were 

able to hoodwink the General Court, to defy it, and to manipulate 

it. The highest organ of the state stood in a fair way to become 

a pawn in the moves of railroad promoters. The creation of the 

Railroad Commission in 1869,‘ after a persistent and continuous 

struggle of five years, relieved the legislature of this dangerous 

pressure and established a system of control which had already 

demonstrated its superiority in the case of the banking and insur- 

ance corporations. 

It remains to observe briefly the circumstances leading to the 

creation of the Gas Commission in 1885. From 1855 to 1870 the 

gas companies possessed a monopoly so long as their dividends for 

a period of five years did not exceed 7 percent.? After this legalized 

monopoly privilege had been withdrawn, custom and tradition still 

dictated a practical monopoly, although the question of competition 
was agitated from time to time.’ 

The monopoly thus enjoyed by the established companies was 

suddenly threatened about 1880 by the development of electric 

lighting, and by the application of a new and more efficient process 

for making gas, known as the water-gas process. The older com- 

panies, which used the coal-gas process, had secured in 1880 the 

passage of a law forbidding the sale of gas containing more than 

t Laws Mass., 1869, c. 408. 2 Laws Mass., 1855, c. 146; 1870, c. 353. 

3 See for typical discussions of this question Boston City Documents, 61, 1854; 

41, 42. 1860; 116, 1866; and especially the report of the Choate Committee, 91, 1876. 
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ro per cent of carbonic oxid. The effect of this law was to bar 

the water-gas companies from the state. The Consumers’ Gas 

Company, a water-gas concern, ‘undertook in 1884 to secure the 

repeal of this legislation; both groups of companies maintained a 
powerful lobby at the capital, and after an exciting conflict, the 

water-gas advocates were defeated by a tie vote in the Senate. 

Meanwhile the coal-gas monopoly was saved from competition in 

the streets of Boston only by the mayor’s veto. For the moment 

the water-gas manufacturers were balked, but the fighting had 
been much too heavy for the coal-gas companies to withstand 

another encounter. 

Protection against the competition of electricity was to some 

extent secured for the gas companies by receiving permission from 

the General Court to engage in the electric-lighting business them- 

selves. Protection against the water-gas companies was sought in 

another direction. The coal-gas companies now appealed to the 

state itself for protection, and as a part of the bargain offered to 

subject themselves to a control from which they had hitherto been 

almost completely free’ Mr. Malcolm M. Greenough, superin- 
tendent of the Boston Gas Company, discussed the situation with 

candor before the New England Gas Association in 1885. He 

said: 

The proposal for a Commission is practically this, if amended as proposed 
by us—that no company which shows its figures, and accedes to the recom- 
mendations of the Commissioners, shall be troubled by competition; for the 
assent of the Commissioners must be given to enable the institution of a rival 

works, and that permission would not probably be obtained.? 

The gas companies themselves were thus driven by stress of 

competition to seek protection from the state and to grant in 

return powers of public supervision. Gas consumers, on the other 

hand, were becoming vocal in demanding supervision as the con- 

trast between the position of the gas companies and of the banks, 

railroads, and insurance companies penetrated the public mind. 

In 1866 the Boston Gas Company had refused point-blank to 

disclose the cost of manufacturing a thousand feet of gas;3 and in 

* See American Gas Light Journal, XLII, 117. 

2 Ibid. 3 Boston City Documents, 116, 1866, p. 7. 
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1885 this essential information was still closely guarded by the gas- 

company officials. In 1876 the Choate Committee asserted that 

the public interest in the proper and economical management of 

gas companies was of precisely the same nature as in the manage- 

ment of railroad companies, and pointed out that, being monopolies, 

they were liable to be conducted arbitrarily and in a manner to 

injure and abuse.‘ This commission made a strongly reasoned 

statement in favor of a state gas commission with powers similar 

to those exercised by the Railroad Commission. In 1880 the 

petition of the mayor of Cambridge for the establishment of a gas 

commission was referred to the next General Court. 

The struggle for and against water-gas manufacture to which 

reference has been made brought about an investigation of the 

opposing lobbies which sought to control the action of the legis- 

lature on this issue.? This investigation, which revealed a powerful 

and active lobby in very close connection with certain senators, 

played a useful part in crystallizing public opinion in the demand 

for effective regulation. This demand of the gas consumers and 

the contemporary demand of the coal-gas companies for protection 

against competition were both satisfied in 1885 by the passage of 

the act creating the Gas Commission. 

II 

The failure, successively, of legislative direction of the banks, 

insurance companies, railroads, and gas companies was due to a 

variety of causes, some general, others special. Among the general 

causes which defeated the early attempt of the General Court to 

secure obedience to the law may be enumerated, first, the low tone 

of business morals prevalent in Massachusetts in the ante-bellum 

period. 

This was a transition period; the old code of morals which 

regulated the business intercourse of an earlier generation did not 

seem to fit the emerging world of great business enterprises, of 

diffused responsibility, and of extended operations. Business 

* Boston City Documents, 91, 1876, pp. 52 ff. 

2 Senate Document 363, 1884. 3 Laws Mass., 1885, c. 314. 
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conducted within the limits of a single county felt restraints of a 

personal nature which disappeared when the limits of the state gave 

way to enterprise on a nation-wide basis. The investigation of 

1838 uncovered a tale ot deception, evasion, and fraud which must 

have confirmed the quavering protests of the elders who looked 

back to an earlier and purer age. Fifteen years later witnessed 

another revelation of business practice in insurance which exhibited 

a moral tone far below what the statute book assumed to prevail. 

The willingness to take advantage of the occasion to profit at 

any expense was encouraged, in the second place, by the confused 

and involved condition into which the statute book fell as the 

General Court strove to keep abreast of the times. The insurance 

companies could rightly complain that, when the law was so vague, 

or intricate, or contradictory, it was a hardship to expect them to 

abide faithfully by its terms. The railroad law comprised over a 

thousand statutes by 1869; and in the midst of this maze the 

managers thought with some justification that they could make 

their way without fear of disturbance. 

The enforcement of some sections of the revised statutes would 

have been moreover nothing short of a blunder. For instance, the 

General Court, in order to secure that banks should always be pre- 

pared to pay their outstanding notes in specie, provided a penalty 

of 24 per cent interest to be collected by the holder of bank notes 

during the period when specie payment was refused. Had this 

law been enforced during the suspension of 1837-38, the banking 

business would have been irretrievably ruined. For many years, 

railroads were required to permit any person or corporation to 

run their private conveyances over any line of track, a rule the 

enforcement of which would have been productive at the best of 

extreme confusion and danger. The legislature was effectively 

prevented by its own statutes from being able to purchase the 

railroads within the state. The enforcement of other parts of the 
general laws actually produced the most unfortunate results. 

Thus the promise that the legislature would not interfere to control 

rates of railroads as long as profits remained under 1o per cent, 

instead of insuring low rates, guaranteed an unprogressive service. 

The law prohibiting the manufacture of gas containing more than 
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10 per cent of carbonic oxid, while protecting the people against 

what was then supposed to be a dangerous article, at the same 

time strangled water-gas competition and effectively safeguarded 

the established monopolies. The unshaken reliance on competi- 

tion as the automatic regulator of business prompted the General 

Court to incorporate too many banks, insurance companies, and 

railroads. This overincorporation set in motion an exaggerated 

competition which brought out the worst features of the standard 

of business morals to which reference has been made. 

Examination of the various law-enforcing agencies upon which 

the state formerly relied discloses a number of special reasons which 

led to their abandonment successively in favor of permanent execu- 

tive commissions. The appeal to the courts to sustain private 

rights was defeated by the superior resources of powerful corpora- 

tions in prosecuting appeals, securing delay, and wearing out the 

patience of their opponents. 

Where public interests were at stake the courts were even less 

effective. Against poor management which resulted in the 

hazardous condition of a bank there was no effective judicial 

remedy. Either a case could not be brought to the court, or the 

parties who should have taken action were the foremost in desiring 

to cover up the situation. Thus unsuspecting investors and 

creditors lost their investments and debts; and when the loss was 

finally discovered, it was too late to hope for recovery. The 

remedy provided by law was annulment of the charter by the 

General Court. But such annulments were so irregular that their 

effect on making the remaining banks conform to the law was 

very slight. Particularly difficult was it to assert the authority of 

the state through judicial process over foreign insurance com- 

panies which sent their agents into the state in reckless defiance 

of the laws. Public policy demanded special safeguards in the 

case of such companies to give protection against fraud and mis- 

representation, and to insure adequate remedy for any delin- 

quencies. These safeguards lost most of their value through the 
extreme difficulty in part of discovering the trouble until too late, 

and in part of prosecuting a foreign company which proved to be 
without any available resources. The early reports of the insurance 
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commission show how completely the law had fallen into disrepute 

among the foreign corporations. 

These illustrations will serve to indicate that reliance on the 

courts for the enforcement of the law, either in the matter of 

private rights or of public interests, was insufficient to compel 

strict obedience to the law. 

The General Court consequently made use of other expedients. 

Of these the first in point of time was the legislative investigating 

committee, which after a long period of quiescence became active 

in the decade 1830 to 1840. ‘This decade stands in the infancy of 

public regulation, and the theory on which its law-enforcing 

agencies rested had never been really tested. That theory presup- 

posed an active legislature prescribing rules for the conduct of 

enterprises of all sorts in so far as the need for regulation was felt 

to exist. The legislative rule was supposed to be maintained 

primarily by the force of an alert public opinion. Only in the 

case of the banks, the power of which was recognized at an early 

date, was any special enforcing agency thought necessary, and in 

this instance the machinery provided rested directly on the idea 

that if publicity were once assured it would be in the great majority 

of cases wholly adequate. To insure publicity the legislative 

investigating committee had long been the weapon standing in 

the public arsenal. This, it should be noted, was not a standing 

committee but one set up in each particular case for a given inves- 

tigation. As the ultimate means of correction upon the face of 

such information as the committees secured, there existed the 

power of the General Court to declare null and void the charter 

of the corporation. 

These committees were most in evidence during the years pre- 

ceding and following the panic of 1837. As soon as they began to 

function on an important occasion it became apparent that they 
were wholly inadequate to insure law enforcement. The com- 

mittee was unable to function fully half the year while the General 

Court was not in session; it was formed only in case such serious 
reports came to the ears of the legislature that a majority were 

convinced investigation was necessary; the investigations were so 

infrequent that they exerted no permanent and steady influence; 
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they were carried out in a haphazard fashion which frequently 

failed to get at the facts; they caused irreparable damage to 

innocent institutions which were visited on the basis of false rumors; 

they took up a valuable share of the time of members of the General 

Court in performing a duty which should have been left to other 

branches of the government. So unsatisfactory were the results 

that never again after the bank investigations of 1838 did the 

legislature resort to this type of committee. 

Another important expedient to which the General Court made 

resort in order to secure compliance with its laws was a regular 

system of reports, in addition to the irregular investigations of 

the legislative committees. The banks, the insurance companies, 

and the railroads were all required to make annual reports to the 

state and to give any additional information in special reports. 

Much attention was given by the General Court to the form of 
these reports and from time to time they were elaborated and 

made more stringent. Although other use was made of them, one 

of the main objects for which they were exacted was to determine 

whether or not the law had been complied with. The theory on 

which these requirements were made was sound enough, but the 

technique of report-making had still to be hammered out through 

long experience. Every commission under discussion in this study 

referred to the inadequacy of the form of report required, stating 

that from the returns demanded no one could tell whether a com- 

pany was in sound financial condition or not. These reports were 

not regularly filed by the companies concerning which the most 

need for information existed; and, once made, they were subject 

as a rule to no examination to test their accuracy, to ascertain the 

condition of the company or its compliance with the law, or to 

determine what additional legislation, if any, was necessary. The 

publicity feature of public regulation failed to achieve its purpose 

until an agency had been created to use the information disclosed. 

The gas companies for many years were subject to town and 
city authorities to a peculiar degree. Curiously enough, the legis- 

lature never was active in exerting its restraining influence over 

the gas companies; no committees of the General Court made 

wholesale investigations; even annual reports were not required 
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until 1885. Rather the legislature stretched a protecting arm 

around these corporations, granting them a practical monopoly 

for well over half a century. The local authorities, however, were 

invested with the power to refuse admission to any or all gas 

companies, and also the power to regulate, restrict, and control 

any act of the companies which affected the health, safety, con- 

venience, or property of the inhabitants of the town or city. 
Acting on the theory that the local officials would be more 

capable of dealing with such matters, the General Court thus trans- 

ferred its supervisory power to them. The practical results of the 

exercise of this regulating function by the selectmen or by the 

mayor and aldermen were not satisfactory. The power to admit 

or refuse admittance to competing companies threw the city govern- 

ments into the midst of the whirlpool of gas politics; and from 

the point of view of sound municipal government it was extremely 

unfortunate to submit city councils to the tremendous pressure 

which the gas interests could bring to bear. The uncertainty 

that any decision of a city council would stand between sessions 

caused even the companies themselves to desire to have this power 
removed to higher places. 

It should be noted at this point that the problem of law enforce- 

ment which looms so large in the case of the banks, the insurance 

companies, and the railroads was a co-operating, but not the 

controlling, factor in bringing about the creation of the Gas Com- 

mission. In this latter case there did not exist even the defective 

system of control which legislation had provided in the former; 
the controlling factor in the establishment of the Gas Commission 

was clearly the fear of competition with which the coal-gas com- 

panies were faced after 1880. On the side of the people there was, 

however, a widespread conviction that the unrestrained monopoly 

power of gas corporations was resulting in high rates and enormous 

profits at the expense of a helpless consurning public. The very 

secrecy of the gas companies was not only resented, but helped to 
fan the supposition of extortion into a burning conviction. The 

demand of the public was therefore for an adequate measure of 

state control. The railroad situation in the years immediately 

before 1869 showed to some degree this same hostility to monopoly; 
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and the awakening consciousness of the power of these corporations 

must have been greatly accentuated by the repeated defeats by the 

railroads of the attempt to subject them to effective public control. 

The General Court consequently discovered in the course of a 

long and varied experience that to secure obedience to the law was 

a more difficult problem than it had supposed. The traditional 

Anglo-Saxon reliance on the courts turned out to be inadequate; 

the legislative investigating committee backed by the power to 
annul the charter of a law-breaking corporation proved to be a 

failure; and the persistent attempts to secure publicity came to 

full fruition only when additional means had been supplied in the 

executive board to make use of the information secured. 

LEONARD D. WHITE 
UNIVERSITY OF CHICAGO 



“THE STABILIZING OF THE DOLLAR” 

Professor Irving Fisher’s plan of currency reform, which he has 

named ‘‘The Stabilizing of the Dollar,” is an effort to adopt the 

Commodity Index as a standard of value and at the same time 

retain the gold reserve basis for currency.t The keystone of his 

plan is to maintain fairly constant the values in exchange of all 

commodities in terms of the dollar by varying the amount of gold 

in the dollar of the reserve. Whether or not we can believe that 

such an effect would necessarily result depends upon our acceptance 
of two current monetary theories; first, that the price level follows 

directly the variation in the number of units of currency in circu- 

lation; second, that the number of units of currency in circulation 

varies directly with the number of gold units in reserve. Assum- 

ing a fixed amount of gold in reserve, it is proposed to control the 

Index price, that is, the relation of the unit of currency to the unit 

of the compound commodity, by varying the number of units 

into which the gold reserve is divided. Such an effect can only 

be produced if the two quantitative reactions stated above actually 

work and if the causative sequence is as given.? This is then the 

gist of the matter. To test the correctness of this plan it is there- 

fore necessary to examine the relations between prices, currency, 

and gold. 

Normally, commodities and services represent the whole right 

to demand other commodities and services. Now bullion is such 

a commodity. But all other money and credit, composing the 

circulation, is merely the elastic neck of a figurative hourglass 

through which these exchanges take place. It is the expression of, 

but not the warrant for, demand. Such currency is a fictitious 

commodity without cost of production, of which the only utility 

is that all other commodities are translated into it before exchange. 

tI use the word “currency” to cover coin, bullion, notes, and bank credit, in 

fact the whole medium of exchange. “Currency,” on account of its intrinsic meaning, 

seems to me preferable to “money,” which is also sometimes used in this sense. 

2 Cf. infra, pp. 203-5. 
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The institutions of mints and banking introduce into this 

normal law of exchange two abnormalities. Governments can 

possess themselves of unearned demand—that is, demand not aris- 

ing out of commodities or services—by arbitrarily creating token 

money or credit. This can be done as well by issuing I.0.U. 

securities representing no property but the power to tax, as it can 

by the older method of floating paper money. Then again, private 

persons can avail themselves of purchasing power earned in the 

past but since used and converted into permanent property, by 

offering the comparatively new liquid security (evidence of owner- 

ship in permanent property) as collateral for credit issues. But 

with due allowance for these two exceptions it may be said that 

increase of currency cannot convert mere desire from ineffective 

demand into efiective demand because those possessing the ineffect- 

ive desire cannot possess themselves of the currency. Demand 

must make itself effective by the usual process of making some- 

thing else than currency and exchanging that thing for currency. 

If effective demand cannot normally be created by increasing 

currency, how is it possible to increase currency except where 

additional effective demand already exists? No one wants cur- 

rency for itself. Men want neither additional loans nor large 

deposits when business is quiet. Currency is a utility which is 

hired when it is needed and not hired when it is not needed. When 

not needed, it remains dormant pending a potential union with 

effective demand. It is one of the advantages of the credit system 

that the circulation expands and contracts so rapidly according to 

the needs of business, whereas money was and is less responsive. 

Credit comes and goes in and out of existence very readily. When 

effective demand declines, an equivalent amount of credit is retired. 

This conclusion coincides with two principles of currency that 

have been accepted for many years. The first is that no more 

sound currency can be forced into circulation than the needs of 

trade require. The needs of trade may bring into circulation 

unsound currency which will be accepted at full value if the supply 

of sound currency is not sufficient to meet the demand. But 

beyond this point any additional sound currency simply forces 

itself out of use through redundancy. In the case of credit, 
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redundancy cannot occur, for loans can be freely retired. Again, 

according to Gresham’s law, the introduction of unsound currency 

gradually forces out of circulation the sound currency. If this 

inflation process is continued the circulation can absorb a nominal 

amount greatly in excess of the apparent saturation point. But 

this excessive unsound currency must have depreciated in value in 

approximately the same proportion as it exceeds the needs of 

trade. The apparent redundancy is made possible by loss of 

confidence and maintained by the lack of any means of retirement. 

Additions to currency, then, can neither create effective demand, 

nor can they be made at all unless that demand already exists. 

The converse is also true. Demand cannot be curtailed by con- 

tracting currency, though if a shortage exists it may cause great 

inconvenience. What appears to be the lowering of prices by 

contracting currency is in reality lowering of prices through forced 

sales necessitated by the contraction of loans. It is not a diminu- 

tion of buying power but a diminution of owning power and the 

development of a buyer’s market which produces the result. If 

currency is insufficient in amount or quality, barter takes place, as 
is seen in Germany’s international trade, and in Russia’s internal 

trade today. Ifa group of commodities were to advance in price 

due to increased demand, it would be absurd to suppose that the 

sellers could not get the price because arbitrary limitations upon 

the volume of currency would not permit that extra amount of 
money value to exist. 

The whole conception of the proponents of the quantitative 

theory of money, which pictures goods on one side of the equation 

and money on the other, is erroneous. In fact, goods and services 

are on both sides of all exchanges. We must admit the general 

equation that the number of units of the standard of value in 

active circulation times the velocity of their circulation equals the 

amount of commodities and services sold times their price level. 
But that does not prove the thesis that price levels follow the 

fluctuations in amount of currency more positively than it proves 

that price levels follow the fluctuations in quantity of goods, or 

that fluctuations in the amount of currency follow price levels. 

The formula recognizes four variables and merely states an obvious 
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relation. The thesis selects one as the causative factor. The 

tables put forth in support of the quantitative theory which show 

a correspondence between the variations of the commodity index 

and the circulation are evidence that our currency is elastic, that 

it is responsive to the needs of trade, and that it expands and 

contracts according to the changes in volume of transactions; 

that is, the price-mass-velocity of the exchange of commodities 

and services. ‘This is the true Comptroller of the Currency. 

It is admitted that the currency can be artificially deflated or 

inflated by the contraction or expansion of issues of money or 

credit based upon government loans or loans upon permanent 

property not for sale. In such cases, to be sure, a new and 

unearned demand suddenly enters a market which is usually open 

to earned demand only, and possesses itself of the means of pay- 

ment. But it is the additional demand and not the increase in 

currency that puts up prices. And it is the new price level that 

holds the currency in circulation and not the new currency that 
maintains the price level. 

In this country, after the outbreak of the war and before we 

ourselves entered it, the volume of currency increased in response 

to a general advance in prices. This increase was not a cause but 

an effect of the rise of prices. World-demand had skyrocketed 

our markets. But the expression of this demand was in the form 

of securities, in increased imports, and only finally and slightly in 

gold, the only international money. There was immense activity 

in business at higher prices which called for increase in the instru- 

ment of exchange. But it was not this increase which represented 

or presented the excess demand for our products. Currency 

expansion was a means of facilitating our internal preparatory 

exchanges and was a consequence, not a cause, of the final con- 

sumptive demand appearing in our abnormal exports. 

I conclude that only through making effective unearned demand 

of governments and the previously spent demand of property- 

owners can arbitrary variations of currency occur which affect 

price levels; that, with these exceptions, the price level is deter- 

mined by supply and demand of commodities and services inter se; 

that the advance or decline in value and price of one commodity 
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with respect to others increases or decreases effective demand and 

tends, therefore, to elevate or depress all other prices correspond- 

ingly; that the volume of currency normally follows the volume 
of transactions and cannot be varied independently of the need for 

it; and therefore that any system for controlling prices by arbi- 

trarily increasing and decreasing the volume of currency would not 

produce the expected effect. 
The second of the two processes by which the stabilizing of 

the dollar is supposed to operate is the direct control of the volume 

of currency by varying the units into which the gold reserve is 

divided. This supposition presupposes the acceptance of the 

popular idea of our redeemable and convertible currency. There 

are two conventions which still appear to have general acceptance. 

One is that our currency is redeemable in gold. The other is 

that the unit of our coinage is a gold dollar weighing 25.8 gr. and 

therefore that the dollar varies in value with the fluctuations in 

the value of gold, or conversely that the purchasing power of the 

dollar varies according to the amount of gold in it. Since these 

conventions are no longer much more than legal fictions except 

where international trade is concerned, and then only within limits, 

it is important to establish the real facts of our monetary system. 

When gold was the principal medium of exchange, it was also 

the standard of value. At that time variations in the weight 

of coin or of the value of gold varied the value of the money. But 

at that time, since the coin was constantly in circulation, no 

system of varying its weight to stabilize its purchasing power 

could be applied without causing great confusion. Moreover, at 

that time the necessity was lacking. Gold coinage developed out 

of a general experience which indicated that gold was the most 

stable-valued commodity. With the exception of the extraordi- 

nary and unique effects of the discovery of America, its course was 

satisfactory for many centuries. 

But we are no longer interested primarily in the question 

whether or not gold is a satisfactory standard of value, for it is no 

longer our actual standard. The volume of our transactions has 

long since grown beyond the point where the total gold in existence 

could finance it. 
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Theoretically, money and credit are redeemable—that is, they 

are interchangeable with gold and their value is thereby fixed in 

gold. But the condition of this assurance is that it shall be made 
use of rarely. It is a promise which, if its performance is required 

to any considerable extent, is found to be a pricked bubble. At 

this writing we hold gold to the amount of about 12 per cent of 

our currency. Gold flows with some freedom internationally, but 

not intra-nationally. This international flow only serves to main- 

tain some degree of similarity between our price levels and those 
of other countries, and to tie gold in general to some extent to 

the values it has in countries still using it as a direct medium of 

exchange. But our currency is not convertible. This we always 

rediscover in each panic and in cases of unusual international flow. 

The primary value of a gold basis is as a limitation upon the issue 

of currency and not as a fixative for the value of currency. And 

yet, through this limitation, if not through ready interchange- 
ability, it does prevent excessive inflation under normal conditions, 

and therefore inhibits the above-mentioned arbitrary changes in 

the value of the currency. 

The currency dollar and the gold dollar are not then identical, 

since they are not in practice interchangeable on a large and free 

scale. Moreover, it is not the value of the dollar that is fixed in 

terms of gold, but the value of gold that is fixed in terms of the 

dollar. Credit currency has reversed the process of metallic 

currency. 

Gold is fixed in price in terms of the dollar because it has but 

two markets. It goes either into the great hoards of the govern- 

ments established by free coinage and the gold basis, or it goes 

into the arts. The Director of the Mint has estimated that for 

the period 1890-1910 about 25 per cent of the new gold went for 

industrial purposes. But even that does not establish the demand 

for the arts as a factor in establishing the price. For why should 

dealers bid up gold in the open market when they are free to with- 

draw from government hoards at a fixed arbitrary price? And 

why should miners sell to other buyers at a lower price when they 

can turn in their entire production to governments at this fixed 

price? Therefore, in reality the hoards constitute the only market 
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for gold. And there is but one bid because the governments 

have by fiat determined the permanent price of gold. In our 

case, it is $20.67 per ounce. 

Left to itself the price of gold would tend to fluctuate according 

to the same laws as apply in the case of other commodities. It 

would tend to vary with supply and demand and to oscillate about 

its marginal cost of production. The variation in the cost of pro- 

duction parallels that of other metals such as silver. But the 

price of gold cannot follow cost because it is fixed by fiat. There- 

fore the only recourse to the producer for whom $20.67 per ounce 

does not cover cost is to close his mine. And he does so. This 

does not greatly affect the volume of extant gold because there is 

a great range in costs of production and to many producers the 

profit is great enough to withstand all moderate reductions in 

value. Then, too, the hoards are at present so large in proportion 

to the annual product that it would require many years before the 

effect of a curtailment of output would be felt. 

The proof that the value of gold depends upon the value of 

dollars and not the reverse is that the major decline in the value 

of gold has come at a time when the largest customers for it are 

in great need of it, when its cost of production has greatly 

increased, its volume of production diminished, when all similar 

commodities have advanced in price; when, in fact, every con- 

tributing factor would induce a rise in price or approximate stability 

of value in terms of other commodities. The gold supply has not 
appreciably increased in the last five years, and yet its exchange 

value has depreciated over 50 per cent. This is only possible 

because the price for gold is pegged, and that not in terms of 

itself but of the actual currency doilar. It cannot follow its 

natural bent. The economic reaction of supply and demand is 

annulled, or at least hobbled. 

If gold is not the standard of value, but is valued like all other 

commodities in terms of something else, what is the standard ? 
The standard is the unit of the actual coinage, in our case the 

dollar. The dollar is a legal fiction. It is a unit in which prices 

are stated but it does not itself control prices. It represents pur- 

chasing power but is derived from selling power, which are, after 



“THE STABILIZING OF THE DOLLAR” 205 

all, but two aspects of the same thing, the volume times the price 

of the commodities and services at the market. 

The purchasing power of the dollar cannot be controlled, then, 

by varying the amount of gold which it is supposed to represent. 

That is merely to restate the fiat price of gold, not to change the 

natural price of the dollar. Nor would such a change directly 

vary the number of dollars outstanding, for the size of the gold 

reserve is only one of the factors affecting the volume of currency 

and its control is negative rather than positive. 

Since in this country the volume of bank credits is from four 

to five times the volume of legal tender, it is plain that credit 

instruments compose the bulk of our currency. Legal tender 

responds incidentally and collaterally to the same influences 

which tend to increase and decrease credit. It is largely supple- 

mentary and its use is confined to small transactions. It is there- 

fore comparatively unimportant. Moreover, since credit issues 

are much more responsive to demand and much more readily and 

quickly retired, they are by their very elasticity a more fruitful 

field for observation and study of the influences which determine 

the fluctuations in the volume of all currency. 

There are four principal influences which seem to control the 

issuance of bank credit, and which, I believe, under normal con- 

ditions tend to vary the volume of it in the same direction and 

approximately to the same extent as the volume of commodities 

and services varies. 

The first factor is the extent to which expected demand seems 

to exceed or fall short of present production, and consequently the 

extent to which latent credit is utilized. This either encourages 

increased production and requires greater carrying power than is 

available from the capital fund alone, or it discourages production 

and reduces the credits required. This factor is exaggerated in 

its effect by the aforementioned abnormality which permits the 

use, as security for credit, of evidences of ownership of fixed 
property—the reserve of the capital fund—of which the property 

itself is not in liquid form and is not intended for sale, though the 

evidences of ownership are. It is this great reserve basis for 

credit which enhances the possibility of speculative production and 
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permits a very extensive demand for goods and services which 

cannot be immediately liquidated by payment in other goods and 

services. 

The second factor is a result of the first. With the entry into 

the market of this reserve demand which proposes to initiate 
additional production, higher prices for labor and materials result. 

Then follows an increase in actual volume of commodities in course 
of production. Both these processes increase the volume of total 

transactions in terms of dollars, and therefore require increased 
currency. The second factor is particularly to be observed in 

operation after the upward movement of prices and production 

has progressed for some time. The reverse of this process takes 

place when there is a shrinkage in total production in the average 

price level. 

The third factor is the gold reserve. This in itself exercises 

purely negative control. The variation in the stock of gold 

affects the expansion and contraction of the currency like the 

application and release of a brake. It is not a causative influence 

but a limitation. The demand for currency is the motive power. 

That the gold reserve is not a causative influence is proved by 

the fact that it may vary greatly without altering the volume of 

currency and the volume of the currency may vary greatly with- 

out any change in the gold reserve. 

The ratio of total gold in the United States to all other money 
and checkable deposits as of June 30 each recent year is given by 

the National Bank of Commerce in New York as follows: 

Gold Coin and Bullion | Money (Not Gold) and Bett 
(Millions) Cc *TMillions) ts to 

WO iidticdcenncwses 1,640 Q, 111 18.0 
an aa:scna aarsanls 1,635 10,251 16.0 
Nie es kcaseccsacas 1,753 10,422 16.8 
Ee 1,812 10,473 23.3 
ER ee eee 1,866 10,373 18.0 
IE Ee tere eee 1,871 11,773 15.9 
Eee Tere 1,973 11,538 397.1 
Bs Cis odnidlg nora 2,450 14,502 16.9 
(OOOO REE? 3,019 17,554 17.2 
Crise ciatapeaens 3,075 20,634 14.9 
atk cicvewiwnces 3,112 25,470 12.2 
1919 (Sept. 1)....... 2,044 25,804 11.4 
SS Se ore ae 2,707 27,755 (est.) 9.8 
1920 (Sept. 1)....... 2,688 26,970 (est.) 10.0 
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The total range of variation in this ratio is over 80 per cent 

of the lowest percentage. Twice in single years money and credit 

has increased over 15 per cent while gold remained practically 

stationary, and once gold increased 6 per cent while money and 
credit decreased 4 per cent. From 1909 to 1914, while gold 

increased 14 per cent, currency increased 29 per cent. From 1914 

to 1920 (June 30) gold increased 44 per cent and currency increased 

144 per cent. In the whole period, 1909 to 1920 (September 1), 

gold increased 64 per cent and currency 196 per cent. 

The fourth factor is the interest rate. This is the rate of hire 

at which currency will be created subject to the limitations of 

the gold reserve and in response to the variations in demand 

expressed by the first two factors. Like all prices, it has a reaction 

upon demand as well as upon supply. Low rates encourage 

borrowing, but discourage lending. High rates encourage lending, 

but discourage borrowing. The rates depend somewhat, but not 

exclusively, upon how closely the volume of credit approaches the 

currently accepted maximum ‘“‘safe” ratio to the gold reserve. 

Therefore it is to some extent but the means through which the 

gold reserve exercises its control. 

If, therefore, the nominal dollar does not depend for its pur- 

chasing power upon the value of the gold dollar, and the number of 

nominal dollars outstanding does not vary approximately according 

to the number of gold dollars in reserve, it is not possible to vary 
the value of a dollar by manipulating the gold cover. 

Since he proposes no strengthening of the connection between 

gold and dollars, all that could actually be accomplished through 

Professor Fisher’s piece of machinery is already being accom- 

plished by the present system of gold reserve—when it is main- 
tained. The main defect in it is that it is not maintained. In the 

past five years currencies have increased in those countries where 
gold reserves have increased. But they have increased still more 

where gold reserves have decreased. Under stress of necessity the 

limitation is always disregarded. Nothing in Professor Fisher’s 

plan would prevent a repetition of this procedure. It is true that 

contraction of gold reserves does have the effect under accepted 
customs of causing a shortage of currency and thus reducing 

prices by causing pressure to sell. But how easily these accepted 
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customs may be abrogated under necessity is shown by the experi- 

ence of France where in an emergency of five years’ duration gold 

was arbitrarily disestablished as even the limiting basis of reserve 

of currency. How futile this proves the scheme! 

The volume of transactions necessarily increases gradually 

over long periods with the increase of civilization and productivity. 
But this increased need for currency does not necessarily have 

any relation—certainly no concordant one—with the increase in 

the world’s stock of gold. The increase in the gold supply is to a 

large extent accidental, not progressive. 

Should the volume of gold in existence fail to increase while 

the volume of commodities (and therefore of transactions) con- 

tinued to increase in the same rapid ratio that it has in the last 

century, it would be necessary still further to separate the measure 

of currency from the measure of gold. As often as we have out- 

grown our gold supply in the past, we have invariably reduced 
the ratio of gold cover. Each time it has been effectively demon- 

strated that under the credit system gold is not the standard of 

value of currency, but vice versa. And each time it has been 

rendered less feasible to manipulate the amount or the value of 

currency through manipulation of the price of gold. 

Under our present credit system there can be, as we have seen, 

independent and arbitrary variations in the volume of currency, 

which present a new and effective but unearned demand. And 

this demand certainly affects prices. These are interferences 
with the natural operation of demand for currency upon its supply. 

They should be eliminated. But they would not be eliminated 

by Professor Fisher’s method. 

The main peaks of the Commodity Index are found to have 

occurred during the Napoleonic, the Civil, and the Great wars. 

Wars disturb supply, but they also artificially inflate currency. 

In war, the governments—the people in the aggregate—have 

great and unusual requirements. They add these requirements to 
the current demand, for the people make every effort not to sur- 

render their usual buying power. Under such conditions there is 

compulsory inflation of money, or credit, or both. If this is carried 
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so far as to break away from the gold basis and gold is sent in 

abnormal amounts to other countries, then the latter may also be 

affected because the principal brake upon currency issues is to 

that extent released. This is not a direct and necessary conse- 

quence, but a possibility. There is no reason to suppose that 

without the artificial inflation caused by government financing, 
the gold cover imported into this country in 1915 and 1916 would 

ever have been put to full use. It was primarily the loans upon 

Liberty Bonds that forced expansion up to the legal limits. 

Avoid war and the consequent compulsory inflation of either 

money or credit. Avoid irresponsible and autocratic governments 

which can, even in normal times, assume an arbitrary right to 

purchase by means of issues of new paper or credit. Do these 

two things and you will overcome the major sudden fluctuations 

in the value of currency which are due to currency causes—that 
is, to demand which appears first as new currency. 

Good government and peace are desired for other and more 
important reasons than the avoidance of inflation, so it is not 

likely that efforts toward currency reform will add much weight 
to the case. To attempt to stem the tide of war or despotism by 

adopting the “‘stabilized”’ dollar is, moreover, like trying to sweep 

back the waves with a broom. 

The other arbitrary cause of price fluctuations which has been 

referred to occurs in times of peace. This defect in our credit 
system has, I believe, been largely overlooked. It can be remedied, 

but not by Professor Fisher’s method. 

Economically, the only sound basis for credit is commodities 

in process of production or distribution to the consumer. The 

present basis of almost all our currency is commodities and property. 

The correct basis is commodities only. While the evidences of 

ownership in fixed property may be quite liquid and therefore 

form a perfectly safe collateral for loans so far as the soundness 

of the banking system is concerned, their use as a basis for credit 

does permit inflation of credit. Through such credits, purchasing 

power may be created in excess of the actual new wealth that 

is for sale. Consequently by the diversion of large amounts of 
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currency from the purpose of exchange of fixed property, upon which 

basis it was issued, to the purchase of new commodities, prices 

on such commodities are naturally bid up. If credit were limited 

to issuance on the basis of commodities actually for sale, there 

could never be more effective demand than there is ready supply. 

Nevertheless, natural changes in price level due to causes within 

the commodities would not be interfered with. This no doubt is 

a restriction upon credit the advantage of which will be perceived 

in time. The matter is a public, not a private, concern. It is 

the issuance of the principal circulating medium, backed, pro- 

tected, and regulated by the government for the people. The 

history of banking merely adds another instance of an invention 

and improvement, devised and provided by private initiative, 

supplanting the outworn facilities of the slow-moving government. 

Credit has supplanted money. Then credit must now be con- 

trolled like money. 

By this means, casual increases in gold stock, either local or 

world-wide, would be prevented from releasing the brake upon 

credit, and its movement would only effect a direct demand upon 

commodities and no possible credit extension. Banks of issue 

could loan their self-created deposits only upon collateral which 

represented actual salable commodities as evidenced by trade 

acceptances, warehouse receipts, or bills of lading. Other insti- 

tutions could accommodate the demand for loans upon other 

collateral without having the privilege of loaning more than their 

own capital. 
There would then be assurance that all the right to demand in 

existence (the coin and bullion itself being a small matter and 

largely absorbed as reserves for credit issues) would be counter- 

balanced by the existence of commodities for sale. The latter 

being the sole basis and measure of credit would compel the con- 

traction and expansion of currency to follow their own expansion 

and contraction with at least much greater accuracy. 

Such credit, issued against goods in process of reaching the 

consumer, is as a matter of fact a form of “‘goods dollar.” It is 

already in use to a large extent at the present time. If a satis- 
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factory method could be devised of providing redemption in goods, 

we would have a real redemption fund instead of a somewhat 

fictitious one. Then the world would be relieved of devoting its. 

labor to finding, preparing, and storing a huge amount of one 

commodity, gold, of which the utility is so slight that only a small 

part would ever be demanded for other uses. However, since we 

cling to our conventions, and as gold is convenient as a store of 

value, even if it is not useful, we will probably continue to think 

of it as precious, to covet it, and to use it for reserves and inter- 

national redemption for many generations to come, or until the 

ratio of gold to currency becomes gradually attenuated to the 
vanishing point. 

To recapitulate: Prices are the result of demand and supply of 

commodities and services inter se, not of fluctuations in the volume 

of currency. The volume of currency tends to follow the volume 

of transactions except when it is arbitrarily inflated. Such inter- 

ferences can be eliminated by preventing the arbitrary acts of 

governments and by discontinuing the use of evidences of owner- 

ship in fixed property as a basis for credit. The prevention of the 

financing of unearned demand through credit expansion would 

eliminate all independent variations in the volume of currency, 

and therefore all the effect which such variations appear to have 
upon prices. 

In the second place, the volume of currency cannot be auto- 

matically varied by changing the size of the gold dollar, because 

the size of the gold reserve has only a limited and not a quantita- 

tive effect upon the circulation, and because the fiat price of gold 

has no relation to the natural price except a historical one. There- 

fore, I believe it is demonstrated that Professor Fisher’s plan is 
constructed upon false premises and is unworkable. 

C. REINOLD Noyes 
St. Paut, MINN. 

Note: Since this article was written, a very rapid fall in the Com- 

modity Index has taken place. During the same period, from May to Decem- 

ber, the total gold stock has steadily increased. These figures, appended 
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below, demonstrate more clearly than can any argument the lack of any 
direct, immediate, or accurate correspondence in their respective fluctuations. 

Commodity Index Total Gold Stock 
(Department of Labor) (Thousands) 

a 2,787,714 
Pememary. . 1 sw «© « se SD 2,762,905 
ee fe 2 eS ee « cae eee 2,720,606 

ee a ee a: 2,662,284 
aes os es é * *& oe ew ae 2,646,615 
ae. 2. & = &  & eee 2,663,730 
Ewa ae oh ae Ste. oe ee 2,687,512 
ees we lf =~ ‘a wise. ae 2,695,337 
re eee ee 2,688,744 
Pe cts 2 & © % see eee 2,704,672 
November ..... .- . 207 2,739,043 
December . .. . . . ~ 190 (est.) 2,761,338 

C.R.N. 



THE QUANTITY THEORY AND RECENT 

STATISTICAL STUDIES 

Science is advanced by the process of criticizing theories in 

the light of experience and reflection. Recent price changes and 

the advance of statistical knowledge have subjected the quantity 

theory of money to a searching test, and much light has been thrown 

upon both its merits and its faults. It is possible now to draw 

certain conclusions that in part modify earlier formulations. This 

paper is an endeavor to summarize these conclusions. 

In the first place, it has become clear that the formula’ 

_ MR+CR’ 
” N 

is a truism as applied to a commercial system based upon a 

money and credit currency. Superficially, it does not need 

statistical verification any more than does a mathematical 

axiom. If an attempted verification failed, we might well trust 

the formula in spite of the apparent facts, just as a mathema- 

tician would be certain in the face of inaccurate measurements 

that the sum of the angles of a quadrilateral is equal to 360°. 
For all that the formula states is the axiomatic truth that 

the money and credit paid for goods, divided by the number of 

units bought, gives the average price of the goods. The mere 

fact that diverse units are involved creates no difficulty to anyone 

who is familiar with the process of finding price indices. As will be 

described later, the formula expresses merely a summarization of 

a series of the simplest kind of price computations. And if the 

validity of the equation of exchange is conceded, the quantity 

theory in its simpler form follows, for prices at any given time are 

obviously a function of the utilization of the money and credit 

then available. 

* Put into words, the formula reads: The price index equals the money in circu- 
lation times its rate of turnover plus credit substitutes for currency—principally 

bank deposits—times their rate, divided by the number of physical units traded. 

213 
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Perhaps the strongest objection that can be made to the theory 

is that, expressing a truism, it gives a misleading air of simplicity 

to complex facts. For as soon as one begins to search in market 

reports for values to substitute in the formula, difficulties enough 

appear. The most important term, M, is, however, easily obtained 
from the monthly statements of the Treasury. Credit available 

for circulation is somewhat more difficult to ascertain. Funda- 

mentally, credit is contingent upon the future surplus earning 

power of capital and labor. Its theoretical potential volume is all 

such earning power, as currently estimated, discounted to the 
present. But though credit transactions are widespread, they 

practically all centralize into the banks. Where private credit is a 

substitute for money, the bank usually carries the burden, as when 

a firm financed by a bank extends credit to customers. Hence 

circulating credit may be estimated from bank reports, where 

private notes, secured by prospective income, are converted into 

deposits subject to check. 

But though money and credit data involve no serious difficulties, 

the rate of circulation is another matter. It is said that recent 
estimates put the annual rate of turnover of money at twenty, 

and of deposits at forty. On this point further investigations 

are at present being made which promise results. But it has 

meanwhile become evident that the rate is by no means stationary, 

as once was thought. Perhaps the trend may be practically con- 

stant, as both Kemmerer’s and King’s studies assume, but it never- 

theless appears certain that a marked change occurs during the 

course of the business cycle. Sometimes, it is true, the greater 

activity of spending is so correlated with a greater activity of trade 
that the two changes offset each other. This is probably the case 

with the active speculation that comes in the earlier stages of the 
business cycle. At such times money and stocks move so rapidly 

on the exchanges as almost to obscure the real functions of a 

securities market. Such activities are not important in their 

effects upon prices. But the fact that the rate of currency circula- 

tion prevailing throughout the country rises and falls with the 

progress of the business cycle, is highly important. 
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Though the cycle in the rate of currency circulation has not yet 

been adequately proved by statistics,’ it may easily be inferred 

from detailed studies of the business cycle. In such studies it 
may be seen that bank reserves grow as a result of a period of 

depression. This growth, generally speaking, is due in part to a 
favorable turn in the balance of trade, in part to the check put 

upon gold consumption by its high price relative to income, and 

in part to the stimulus to gold production arising out of lowered 

costs, but most directly to the fact that lower prices and depressed 

business allow a larger part of the hand-to-hand circulation to 

flow back into the banks. In other words the velocity of 

currency circulation is low. Concurrently with large reserves, 

the interest rate is low, and loans and deposits are large in 

volume. Loans, however, are not large relative to reserves—a 

fact which indicates the surplus strength of the banks at such 

times. If, then, prices were governed directly by the creation of 

deposit currency, the rise of prices would be almost coincident with 

the increase of reserves. But in fact even stock prices lag noticeably 

after the maximum volume of reserves and Joans, and commodity 

prices are still slower to move. What evidently occurs is that low 

discount rates and large loans, combined with the prevailing low 

prices and wages, gradually impart momentum to the sluggish 

business of a period of depression. The rate of currency circulation 

then increases, bringing with it a rise of prices as a consequence of 

the more active bidding for goods. The rising prices are favorable 

to profits, in part because of the fact that wages tend to lag, and 

in part to sales at a higher price level than that which prevailed 

when materials were purchased. Consequently business is further 
stimulated, and a spirit of active optimism prevails. 

Again, at the downward turn of the cycle, it is evidently the 

rate of turnover of money that is the most immediate factor in 

bringing about the break in the price level. As prices move toward 

their climax, bank reserves are depleted, for reasons that are the 
converse of those just given for their previous increase. Con- 

sequently the banks raise their discount rates, and begin to force 
t Brookmire’s has begun the publication of an estimate based on New York bank 

deposits. It correlates markedly with bank clearings. 
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the liquidation of loans. The decline in profits caused by high 

discount rates is further accentuated by rapidly rising wages, 
which have been bid up at length by the continuance of business 

activity. With the reduction of profits the prevalent optimism 
gradually changes to gloom. As Professor Kemmerer has shown in 

his studies, business confidence is a very important factor in deter- 

mining the use of credit, in as much as credit is essentially based 
upon an expectation of future earnings. It is also apparently as 

great a factor in determining the rate of spending. For with the 
change of mood, a “‘consumers’ strike’ is very likely to be pre- 

cipitated. Seized suddenly with a spirit of thrift, the public holds 
back from spending, and business from the buying of producers’ 

goods, labor, and stocks. The necessity of liquidating loans which 

can no longer be carried at the high discount rates, further cuts 

off buying, while intensifying the desire to sell. Prices consequently 

fall rapidly. The fall is, however, retarded by an accompanying 

diminution in the physical volume of trade and production, with 

a result that at length an equilibrium is again reached. 

The more the subject of the rate of currency circulation is 

investigated, the more abstruse is it found to be. For it is soon 

discovered that behind the ebb and flow of business activity, with 

the accompanying reactions of the mechanism of banking, lies 

the adaptation of human energies to the resources of nature and of 

accumulated capital. Increased rapidity of spending is the super- 

ficial expression of a more intensive utilization of resources. But 

all production is a process of consumption, and of the transforma- 

tion of utilities. Under any given set of conditions, this process 

has a normal rate which is contingent upon the power of recupera- 

tion from the fatigue of effort, the rate of ripening of biological 

forms of wealth, and in some cases a corresponding time element 

demanded by chemical and physical processes. Too rapid a pace 

brings, on the human side, a reaction in the form of a relaxation 

of effort, and a yielding to the spirit of self-indulgence. On the 

side of physical production, it may result in abnormal output in 

some lines as compared with others, and in many cases in the pros- 

pect of diminishing returns. It is this intangible necessity of 

adjustment of forces which is really brought into play in the 
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larger swings of business, and which expresses itself in an active or 

a retarded spending. 
We come next to a consideration of the NV in the formula— 

the volume of trade expressed presumably in physical units. This 
factor is obviously the physical volume of production increased by 

an uncertain coefficient expressing the rate at which the goods pro- 

duced, together with permanent wealth, change hands. In Money 

and Prices Kemmerer has furnished a direct measurement of the 

growth of business, expressed as an index figure, for the years 1879 to 

1908, inclusive. He has also computed for recent years an index of 

purely physical production—the first of such series to appear. 

Fisher has presented numerical estimates in connection with his 

expositions of the quantity theory. Mitchell has lately compiled 

a production index for recent years, and King has worked out a 

more elaborate series, beginning with 1880, showing both physical 

production and volume of trade. Finally, Day and Stewart have 
produced very accurate indices of physical production running 

back three or four decades. 

There are certain inherent difficulties involved in the develop- 

ment of an index of physical production. The most apparent are 

the inadequacy of the data, and the problem of weighting for the 

earlier decades where the data are particularly scanty. These 

two difficulties are, however, not so very serious. It is possible 

to take six important items only, for which output and prices 

since the Civil War are continuously available, and by weighting 

appropriately for values and for the correlation of mining with 

manufactures, to obtain an index which parallels rather closely the 

results obtained by Day and Stewart—in fact, agreeing with them 

more closely than does King’s index. Hence it appears that repre- 

sentative sampling is sufficient for practical purposes. A theo- 

retical difficulty which may easily lead to erroneous conclusions is 

the fact that there is really no such thing as a composite unit of 

purely physical production. The only common denominator of 

pounds, yards, and bushels is a value unit. It is therefore necessary 

to weight physical output for value—preferably the average price 

for the whole period covered by the series of indices. The index 

of physical production is therefore identical with an index of value 
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production from which price fluctuations have been eliminated, 

and may sometimes be conveniently found by dividing value output 

by a price index. The physical unit is, then, a dollar’s worth of 
a given commodity at a standard price; for example, if sugar at 

the standard price is eight cents a pound, then twelve and a half 

pounds of sugar constitute the physical unit so far as this one 

commodity is concerned. If weighting for value is not adopted, 

then a haphazard weighting is unavoidably inherent in the choice 

of the unit—whether pounds or tons are specified, for example. 

But though the problem of measuring physical production may 

be regarded as solved, the related problem of the volume of trade 

—the N of the formula—has not been so satisfactorily attacked. 

Out of several undetermined elements, one may be selected for 

mention; namely, real estate transfers. Shares traded on the 

stock exchanges may be considered to bear a relation to this element 

but the connection is not definitely known. In as much as wealth 

represented by real estate is a much larger part of the total national 

wealth than is the annual commodity production, it may well be 

that such transfers are an important part of the volume of trade. 

At present, no adequate studies are at hand. 

The quantity theory has often been misunderstood in respect 

to the method which it implies of combining the diverse items of 

business into a single index. It may be well to consider, therefore, 

the theory which underlies the process. Let us suppose that every 

item of purchase, by either money or credit, had been accurately 

recorded for a limited period of time, and that it was required to 

compute the price index of the formula in full. First, it would be 

necessary to change the physical units into units representing a 

dollar’s worth of each class of goods at a standard price, as already 

discussed. We could now set down a series, 

—Sales Sales Sales 
~ Units’ Units’ Units’** °° 

and so on, for every class of goods traded. Next, the series of 

ratios of sales to units would be combined by adding the numerators 

and the denominators, respectively, and dividing the former by 

the latter sum. It is evident that if all sales had been at 

the standard price the index would be unity, since in each fraction 
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of the series the numerator would necessarily equal the denominator. 

But wherever prices were above the standard, sales in dollars would 

be larger than the number of units traded, and the ratio of the two 

items would be above unity. Similarly, a low price would be 
registered in a ratio below unity. The process of combining the 

ratios of sales to units by totaling numerators and denominators, 

respectively, is merely an averaging of the implied prices, weighting 

each for the number of units traded. This fact may easily be seen 

by attempting the latter operation. The composite value of P 

will, therefore, reflect price changes to the degree that a commodity 

with a variable price has entered into the volume of trade. Such 

an index, if it could be worked out completely, would evidently not 

be quite identical with the ordinary producers’ or consumers’ 

indices, but would doubtless be somewhat closely concurrent with 

them. 
Such is the nature of the price index which the quantity theory 

implicitly contemplates, and which is approximated in compu- 

tations based upon the formula. For the money and credit curren- 

cies, multiplied by their respective rates, give the aggregate sales 

in dollars, and the N of the formula is merely the number of units 

traded, assuming the unit to be a dollar’s worth of the goods in 

question at a standard price. The totaling of sales and units, 

and the use of their ratio as an index, is a typical process of finding a 

weighted average. The result may be called an index of trade prices. 

A second common misunderstanding of the quantity theory 

may be referred to. Certain economists have held as a counter 

theory that the value of money—and therefore the range of prices 

—depends upon the commodity value of the standard metal, which 

value, in turn, tends to equate with the cost of production. It 

should be evident that the quantity theory does not at all contro- 

vert this fact, but merely explains the mechanism by which the 

level of prices tends to be brought into accord with the value of 

gold in the arts and at the mine. Perhaps the point may be best 

stated by a description of recent price changes. 

Prior to 1914 prices had been gradually rising, principally 

because improved methods of gold mining were bringing a larger 

output into the monetary market. Gold was cheapening, both 
in the arts and as money. The rising prices were, however, acting 
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as a partial check upon the increasing gold production, in that 
labor and materials were becoming more expensive in terms of 

gold. In 1914, business was in a depressed condition from which the 
stir of war activities soon awoke it. The course of prices in Europe 

needs no discussion, since in the main it represents merely the 

familiar process of credit inflation. In America, the prospects of 

great munition orders quickly began to stimulate business. Whether 

prices began to rise before the incoming of money and credit 
from abroad, is uncertain. They might theoretically have done so, 

merely through the increased rate of circulation that comes with 
improved confidence and prospects, and the greater use of credits. 

But apparently prices rose almost simultaneously with the gold 

importations, which by 1917 amounted to about a billion dollars. 

At the same time the creation of the Federal Reserve System had 

made possible an economy of gold in reserves, so that the volume 

of credits, both in the form of bank notes and of deposits, could 

be swelled to large proportions. Credits were consequently created, 

particularly for the use of the government in financing its military 

operations. But, even without this outlet, credit based upon the 

surplus reserves would doubtless have been extended to business 
at rates sufficiently low to induce its extended use; otherwise, gold 

reserves would have piled up enormously. The resulting high 

prices, quite in accord with theory, induced an exceptionally large 

use of gold in the arts, particularly during the extravagance of the 

post-war boom. They also reacted so decisively upon gold pro- 

ducers as to call forth from them a demand for a government 

bounty to stimulate the declining production. The exportation of 
gold was also temporarily induced. 

Thus in the usual ways credit inflation and high prices brought 

a gradual easing of the gold surplus. After the reserve had begun 

to approach its legal limit, the banks began a movement toward 
credit contraction, with the results that deposit currency has been 

lessened, and the spirit of extravagant optimism broken. Though 

money continued to increase somewhat through most of 1920, 

the peak of circulation—money plus twice deposits—was, accord- 

ing to King’s figures, reached during December, 1918, and January 

and February, 1919. During the spring and summer of 19109, 

wholesale prices began a decline which assumed notable propor- 
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tions by the end of the year, and retail prices have already begun 
to follow. Probably more immediately responsible for the break 

in prices was the lessening in the rate of spending, which took the 
form of a marked ‘‘consumers’ strike.’’ Producers also checked 

their buying, while the decline in their physical output tended 

somewhat to retard the fall of prices. It is evident that the 
price decline will eventually throw money back into the banks 

and bring encouragement to the gold producer. With greater 
reserves, the banks will again loan at a low rate, and the 

sluggish production and the general pessimism will yield to 

a renewed activity. But as Europe gradually gets back to its 

former status, and begins to call in as reserves and circulation the 

war-cheapened gold which it flung upon the world-market, we may 

expect that for a time gold will be high, prices prevailingly low, 

and the gold producer active. Thus, as long as the gold standard 

is in force, the level of prices necessarily adjusts itself to the value 

of gold in the arts and to the cost of its production. Redundant 

currency eventually pushes up prices, and the more valuable 
standard metal is driven out and cheapened, until the redundancy 

is relieved. Conversely, a lack of gold reserves leads to credit 
contraction and low prices, and so brings in gold. Credit issues 

must necessarily be so adjusted as to maintain or restore the 

natural equilibrium between the bullion value of gold and its cost 
of production. 

By way of valuation, it may be said that the quantity theory, 
when properly interpreted and applied, has proved valid and useful. 

If doubters still remain, they may turn to the elaborate proofs 
worked out by Professor Kemmerer, and recently by Professor King. 

In the opinion of the writer, these studies are valuable, not prima- 

rily because they supply proof for an axiomatic proposition, but 

because they furnish a statistical description of the course of 

business, and make intelligible the movements of prices. It is in 

such studies, and in the predictions which they make possible, 

that the real value of the quantity theory may be seen. The 
formula serves to focus in a concise form the group of factors 

involved in general markets. It does not explain markets any 

more than the multiplication table explains engineering problems, but 

it is nevertheless a useful tool in the systematization of price data. 

G. R. Davies 
PRINCETON, N.J. 



THE DEVELOPMENT OF INTERBANK BORROWING 
IN THE NATIONAL SYSTEM, 1869-1914. II 

Ill. THE EXTENT AND DISTRIBUTION OF INTERBANK BORROWING 

The beginnings of interbank borrowing in America are shrouded 
in obscurity. That interbank borrowing was sometimes practiced 

among the state banks appears from the reports of their condition 

submitted to Congress by the secretaries of the treasury, in which 
such items as “time bilis and other evidences of debt” or “bills 

payable and time drafts” are occasionally found; but such items 
are not large and are given for only a few of the states. A few 

cases involving bank borrowing reached the courts, and in citing 

one decided by the New York supreme court in 1857, a federal 

justice later remarked its value “as evidencing that years before 

the national banking act the borrowing of money by one bank 

from another bank was... . recognized .... as included, 

both as a matter of fact and in law, in the business of banking.’” 

In view of the practice disclosed by these early cases and 

reports, it seems probable that interbank borrowing existed in the 

national system from its very beginning; but the items ‘‘notes 

and bills rediscounted”’ and “bills payable” appear for the first 

time in the consolidated statements of the national banks for 

April 17, 1869.2, From that date to 1914, the statistics of borrow- 

ings as published by the comptroller reveal a progressive, though 

* Chemical National Bank vs. Armstrong, 76 Federal Reporter, 339 (1896); citing 

Curtis vs. Leavitt, 15 New York, 9-52 (1857), approved in Barnes vs. Bank, 19 New 
York, 156. 

2It is possible that before this time borrowings were reported as due to banks, 

or even as individual deposits; or they may have been included in the “other items” 

reported in 1863-65. Prior to the act of March 3, 1869, reports were made as of the 

first Monday of each quarter. The plan of calling for reports as of a past date made 
more difficult the practice of “ window dressing” which had previously been so common. 

If, as seems probable, this was the principal cause of the appearance of borrowings 

in the reports at this time, it suggests the existence of prejudice against bank borrowing 
at this early date. 
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irregular, increase in amount. The maximum points in the 

fluctuations have come in periods of stress or actual panic in the 
money markets, while the low points have come at times of ease 

or stagnation.’ Nor is the increase in borrowings merely incident 
to the growth and extension of the national banking system; 

the ratio of borrowings to capital and surplus grew within the 

period from less than 1 to more than g per cent. 

The statistical history of interbank borrowing divides itself 

into three periods, whether the criterion of division be the amount 

of borrowings or the relative importance of rediscounting and 

direct borrowing. In the first period, extending from 1869 to 1882, 

total borrowings were neither large nor widely fluctuating. Their 

average amount was well under nine millions of dollars and at no 

call did they exceed thirteen and a half millions, the figure reached 
just: before the panic year of 1873. Bills payable were the more 

common form of borrowing, forming on the average 56 per cent of 

the total. Relatively to capital and surplus, borrowings were 

largest at the end of 1872 (2.27 per cent) and smallest in the 

summer of 1869 (.82 per cent). The average ratio during the 
period was 13 per cent. 

The second period embraces the decade 1883-92. At each 
call during these years the amount of rediscounts exceeded that of 

bills payable, and formed on the average 72 per cent of total 

borrowings. An increase in the amount of borrowing occurs, 

the average amount being sixteen and a half million dollars. There 

is also a relative increase in borrowing, the average ratio to capital 

and surplus rising to 2.15 per cent. The ratio was lowest in the 

spring and summer of 1885 (1.18 per cent) and highest in December, 

* Neglecting what appear to be merely seasonal fluctuations, the low and high 
points of these movements are as follows: 

Minima Maxima 

Jame 19, 1966... 6 sccceces $ 4,127,000 December 27, 1872...... $ 13,491,000 

February 21, 1880........ 6,100,000 June 20, 1884........... 15,606,000 

ee 7,903,000 December 19, 1890...... 37,100,000 

oS | ree 12,394,000 July 12, 1893........... 61,322,000 

February 28, 1894........ 16,964,000 October 6, 1896......... 35,312,000 

February 4, 1899......... 5,137,000 November 17, 1903...... 49,558,000 

March 14, 1905............ 22,879,000 December 3, 1907....... 100,905,000 

February 5, 1909......... 24,707,000 October 31, 1914........ 162,617,000 
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1890 (4.25 per cent). The seasonal character of the fluctuations 

appears more distinctly, although somewhat distorted by the 

severe stresses or panics which disturbed the money markets in 

1884 and 1890. 

The third period extends from 1893 to 1914, and is characterized 

by a great increase in the amount of borrowings and by a marked 
change in the relative use of bills payable. On the average, 

three-fourths of total borrowings assumed this form, as against 

one-fourth in the second period. At each call the amount of 

bills payable exceeded that of rediscounts, the relative use of 

which progressively declined during the period. Borrowings 

increased to an average of $38,000,000 and fluctuated more widely 
from year to year and from season to season. From the high 

level attained in the panic year of 1893, borrowings decreased 

indeed, but remained well above the average recorded in the two 

earlier periods until 1897. In the first years of returning prosperity 

borrowings were small, falling in February, 1899, to a lower figure 

than had been reported since 1869; but in 1901 they began again 

to increase, and reached new high levels in December, 1907, in 

August, 1913, and again in September and October, 1914. The 

relative increase in borrowings was also marked; their average 

ratio to capital and surplus in this period was 3.11 per cent, and at 

only a few calls since 1902 has the ratio fallen below the average 

of the second period. 

The rapid growth of borrowing among national banks in recent 

years suggests the advisability of the subdivision of this third 

period. From 1893 to 1906 borrowings varied widely, but exceeded 

$50,000,000 only once—in the summer of 1893. The average 

amount reported during these fourteen years was $24,500,000, 

of which one-third was in the form of notes and bills rediscounted. 

This average was exceeded at each call during the next eight years, 

and the average amount borrowed in the later period was 

$61,000,000, of which only 18 per cent took the form of rediscounts. 

The average ratio of borrowings to capital and surplus was 3.78 

per cent, as against 2.47 per cent in the earlier period. 

The reasons for this recent extension of the practice of inter- 

bank borrowing appear to have been the necessities—real or fan- 
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cied—of the panic period of 1907 and the gradual breaking down 

of the prejudice against borrowing resulting from a campaign for a 

banking reform whose central feature should be the facilitation of 

rediscount. An ancillary cause of the greater familiarity with 

borrowing thus induced may have been the extension of the use of 

substitutes for it in the issue of clearing-house loan certificates 

in 1907 and 1914, and the acceptance of commercial paper as 

security for public deposits in 1913 and 1914, as well as for emer- 

gency currency in 1914. 

It is next in order to examine the distribution of borrowings 

among the several classes of banks comprising the national system. 

Data for this inquiry may be had for the fourth call (near October 

first of each year) from 1889 to 1899' and for each call since 

1899. 

Banks of the central reserve cities did not as a rule resort to 

borrowing on any considerable scale. Great use of borrowing 

would indeed have been inconsistent with their position as banks of 

ultimate deposit for other banks.? Their borrowings as a whole 

therefore reflect the necessities of individual banks, rather than 

any general needs. Although the banks of the central reserve 

cities represent about one-fifth of the capital invested in the 

national system, their borrowings formed as much as one-tenth 

of the amount borrowed by all the national banks only at the 

autumn report of 1902. 

Because of the greater number and wider distribution of reserve 

city banks, their borrowings are of more general interest than those 

of the central reserve city banks. Most of the reserve cities are, 

moreover, closer to the agricultural sections of the country in 

which arise those variations in the demand for money and loans 

which account for the greater part of interbank borrowing. It 

* Similar data may be had for the years 1873-85, except that the cities are 

classified differently; Chicago and St. Louis were then in the class of “other redemp- 

tion cities.” 

2 Conway and Patterson, The Operation of the New Bank Act, p. 94. 

3 This statement is of course subject to modification to the extent that Chicago 

and St. Louis partake of the nature of reserve cities, carrying balances and perhaps 
borrowing in New York. And it is also true that the autumnal drain had a reflex 

effect in occasioning borrowings by central reserve city banks. 



226 OLIVER C. LOCKHART 

has frequently been supposed that borrowing by reserve city banks 
is so unusual as to be entirely negligible,t but an examination of 

the statistics published by the comptroller shows that their pro- 

portion of total borrowings is by no means _inconsiderable. 

Although their proportion of aggregate capital and surplus averaged 

somewhat less than one-fourth, their borrowings from other banks 

varied from one-twelfth to one-third of total borrowings and 

averaged 18 per cent of the total. 

As would be expected, borrowing is most common among 

country banks. They feel most keenly the seasonal variations in 

the demand for money and loans and their smaller resources are 

more easily and quickly depleted by any unusual demand. Hence, 

as a group, they become regular borrowers. Country banks, 

having approximately half the total capital invested in national 

banks, were responsible for four-fifths of the borrowing within the 

system between 1900 and 1914. The actual proportion varied 

from 67 per cent in November, 1903, when the city banks had not 

yet recovered from the “‘silent panic,” to 91 per cent in March 

and June, 1911. In earlier years, at least at the autumn calls, the 

proportion of country bank borrowings was smaller,? and it was 

relatively reduced by the recent increase in the borrowings of 

city banks. 

An analysis of the distribution of aggregate borrowings among 

geographical sections from 1897 to 1914 shows that in these eighteen 

years national banks in the southern states borrowed nearly as 

much as those of all other sections combined. The remainder of 

the borrowings was divided among the other sections in the follow- 

ing order: eastern, middle western, New England, western, and 

*Such references to interbank borrowing in this country as are found in the 

literature of banking commonly assume that the practice is confined to country banks. 

See Holdsworth, Money and Banking, p. 257; Fiske, The Modern Bank, p. 125; Laughlin 
(ed.), Banking Reform, p. 202; Conway and Patterson, The Operation of the New 

Bank Act, pp. 94, 108, 280; Report of the (Indianapolis) Monetary Commission, pp. 321, 

ge G. Moulton, Principles of Money and Banking, Part II, pp. 122-24 (Chicago, 
1916 . 

2 Between 1873 and 1885 the proportion varied from 55 to 87 per cent and averaged 
69 per cent; between 1889 and 1899 it ranged from 69 to 89 per cent and averaged 
77 per cent. 
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Pacific.’ The number of borrowing banks is also relatively large 

in the South; on September 6, 1904, 43 per cent of the southern 

national banks were borrowing money, as compared with 18 per 

cent of all national banks; while the proportion in the cotton 

states as a group was 50 per cent, rising in South Carolina and 

Georgia to 83 per cent.2?, Moreover, there were wide variations 

in the distribution of borrowings as compared with banking capital. 

Borrowings of the southern banks between 1897 and 1914 amounted 

to 15.5 per cent of their aggregate capital liabilities, while the 

average for the entire country was 3.2 per cent. 

The explanation of the heavy borrowings in the South has been 

incidentally suggested in the discussion of the motives of borrowing, 

where it was concluded that the marked seasonal character of the 

dominant industry of cotton growing was the chief factor in the 

situation. But the practical difficulty of utilizing in the dull 

season banking resources adequate to the imperious demands of 

the crop-moving period doubtless leads to an undersupply of 

banking facilities in many parts of the South, which in turn results 

in practically continuous borrowing. Moreover, borrowing has 

been resorted to more freely in the South than in other sections, 

because the logic of the situation tended to prevent the development 

of any general prejudice which would restrict its use. 

It may seem on first view that the connection between southern 

borrowing and the cotton crop should extend to a correlation of 

the amount of borrowings with the size or value of the aggregate 

crop. But this is not to be expected. Borrowings may be heavy 

because the crop is large and vast sums are required for its move- 

ment, as seems to have been the case in 1910 and perhaps in 1913. 

t The percentage distribution of aggregate borrowings among sections is given in 

the following table. 
Section 

New England 
East 

2See the table published in the Financier, CII, 259-60 (July 26, 1913), and 
reproduced in Hearings, II, 1888-90. 
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Again, a large crop may be accompanied by such low prices that 

producers decide to hold for higher prices; and the banks must 

borrow to support them. This situation appears to explain the 

heavy borrowings of southern banks in the fall of 1911. Finally, 
either a short crop or the failure of the market may work such 

hardship to producers that they cannot meet their obligations, 

and the banks are forced to borrow. Something of this sort 

occurred in 1901, but the most notable instance is found in 1914. 

There are, moreover, a variety of influences which may affect the 

condition of the banks and the amount of borrowing in such a way 
as entirely to offset the crop influence. For example, the crop of 
1909 was more valuable than any which had preceded it; but 

such was the condition of trade that the banks found less need to 

borrow than in any year since 1905. It appears, then, that a wide 

variety of conditions affects the extent of borrowing, and that 

there is no unvarying connection between crops and the amount 

of interbank loans in the South. And if not traceable in this 

section, it is certain that no such connection could be established 

in other sections or in the country as a whole. 

IV. SEASONAL VARIATIONS IN INTERBANK BORROWINGS 

The distinctive function of interbank borrowing as it developed 

in this country down to 1914 was to furnish assistance during the 

harvesting and crop-moving season to banks located in the agri- 

cultural regions. It was thus largely a device for imparting some 

degree of seasonal elasticity to our currency and banking system 

through bringing the resources of distant banks to aid in the crop 

movement. 

Banks in the agricultural sections are called upon to make 

advances to their farmer customers from early spring until the crop 
is marketed. Loans for the making of the crop are estimated to be 

50 per cent greater than loans for the harvest, but the borrowing 

demand continues until the crop is sold, even though this involves 

a term of holding for better prices. Trade customs may cause 

* See especially the testimony of F. M. Law, Hearings, III, 2335-36. The begin- 

ning of the loan demand varies with the season from January to June. Jbid., I, 953; 
III, 1548, 1549, 1561, 1568; III, 2335. In some sections, loans to cattle-feeders are 

required in the autumn. Jbid., Ul, 1548-49. The cattle loan banks are probably 
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the loan to be made to the merchant who “carries” the farmer, 

but the result is practically the same. As the season advances and 

the reserves become low, either through cash withdrawals or the 

expansion of deposits through lending operations, the banks 
begin to borrow from their city correspondents. Borrowing 
begins in April or May and reaches its maximum from July to 

October, according to climate and season." 

These seasonal variations in the borrowing demand are reflected 

in the percentage distribution of aggregate borrowings among the 

five calls of each year.2, The amount of borrowing tends to increase 

throughout the year until the fourth call, when about one-fourth 
of total borrowings is recorded. The dates of the fourth calls, 

from 1869 to 1914, varied from August 9 to October 9, and those 

of the fifth, from October 21 to December 31. Between these 

periods borrowings normally declined. Borrowings at the fifth 

call exceeded those at the fourth in twenty out of forty-five years; 

but in four of these years (1890, 1903, 1907, and 1914) the fifth 
calls came in periods of panic, and in six others the lateness of the 
calls accounts for the amount of borrowings. 

Among the periods into which the history of borrowings has 

been divided in this study, the only important exceptions to this 

tendency to a gradual increase culminating at the fourth call are 
found in 1869-82, when borrowings at the second and fifth calls 

reducing the amount of accommodation furnished the feeders by the banks directly. 
See J. F. Ebersole, “Cattle Loan Banks,” Journal of Political Economy, XXII, 577-80 

(June, 1914); John Fletcher, “Financing the Cattle Industry,” Banking World, 
XVI, 192-94 (November-December, 1914). 

* Hearings, I, 469; Il, 1276, 1548, 1571, 1627; III, 2336; Journal of Commerce, 
July 19, 1913. 

2 The percentage distribution for the periods specified is as follows: 

Period First Call | Second Call | Third Call | Fourth Call } Fifth C.1 

BOGQHEGTA noc c cc cescess 15.4 15.6 19.0 25.6 24.5 

Bh, OC OL ET 17.9 19.9 19.5 92.9 $t.s 
EO 15.2 17.0 18.3 25.5 23.9 
i. ee re 14.8 14.8 19.2 26.5 24.6 
a 15.9 16.7 20.3 25.3 21.8 
ae) 14.1 13.5 18.4 27.4 26.6 
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were larger than those at the third and fourth, respectively, and 

in 1907-14, when borrowings at the first call exceeded those at 

the second. These exceptions, however, appear to be due chiefly 

to variations in the dates at which calls were made in these periods. 

Country banks were most heavily indebted for borrowed 

money at the fourth call in each of the fifteen years for which 

data are available, except 1905 and 1907, when the fourth calls 

fell in August; and they were least heavily indebted at the first 

call in eleven years. Seasonal variations of total borrowings are 
largely determined by variations in the borrowings of country 

banks,’ since these borrow nearly four times as much as city banks. 

It is therefore unnecessary to examine in detail the reasons for 

the seasonal distribution of the borrowings of country banks; 

they have been sufficiently explained in discussing seasonal 

variations in aggregate borrowings. 

The number of central reserve city banks is so small—there 

were forty-nine on September 12, 1914—that the seasonal variations 

in their borrowings would have little general interest but for the 

fact that these central markets quickly reflect the demands upon 

interior banks for money and loans. The average borrowings of 

central reserve city banks from 1900 to 1914 declined gradually 

from the first to the third call, increased sixfold from the third to 

the fourth call, and again declined slightly to the fifth call. It is 

thus apparent that individual banks in the central reserve cities 

were most likely to require assistance in the autumn, when the 

exigencies of the crop demand not only caused interior banks to 
ask their reserve agents for the return of deposits and for loans, 

but frequently led to stringency in the central markets as well. 
The borrowings of reserve city banks exhibited a more inde- 

pendent tendency in their seasonal variations. Average borrow- 

ings declined slightly between the first and second calls and then 

steadily increased until the fifth call, when they were twice as 

* The percentage distribution of borrowings among the five calls is given in the 
following table for the country banks and for all the national banks for the period 

IQOO-1914: 

Country banks.... 14.2 14.3 19.5 27.0 25.0 
13.9 18.7 26.9 26.1 
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great as at the first call" Where banks located in reserve cities 

have a clientéle which is predominantly agricultural, their borrow- 

ings are likely to follow the course of country bank borrowings. 
On the other hand, the intermediate position of reserve city banks 

in our banking system as it was prior to 1914 frequently enabled 

them to transfer the early demands of their correspondents to 

their own reserve agents in the central reserve cities, and thus to 

postpone the period when the calls of correspondents for cash or 

for loans reduced actual or relative reserves to a point which 
necessitated their replenishment by borrowing. Of considerable 

importance, also, is the fact that the city banks, rather than the 

country banks, are called upon to finance the moving of the crops, 

as distinguished from their harvesting.? Moreover, the holiday 

demand for cash falls with relatively greater weight upon city 

banks than upon those situated in the ‘smaller country towns. 

For these reasons, it appears, the seasonal distribution of the 

borrowings of reserve city banks differs from that of both central 

reserve city and country banks. 

The seasonal swing of borrowings was more pronounced in the 

southern states than in any other section of the country. Minimum 

borrowings occurred at the second call, which was usually made 

before the period of spring borrowing by the banks had fairly 

begun. This tendency appears not only in the South, but also in 

other sections in which agriculture is the dominant industry. 

Nearly one-third of total borrowings in the South was reported 

at the fourth call, and more than a fourth at the fifth call. 

By way of summary, it may be said that down to 1914 seasonal 

variations in borrowings were governed primarily by the exigencies 

of the crop-moving period. In New England and to a smaller 

extent in the eastern states, industrial and social factors influenced 

the demand for bank loans, while the intermediate position which 

the banks of the reserve cities occupied in our banking system 

caused the period of their heaviest borrowings to come somewhat 

The percentage distribution of borrowings is as follows: 15.0, 13.0, 16.8, 25.1, 

30.1. 

2 See the testimony of C.M. Harrington, Hearings, I, 961-62, and Geo. W. Rogers, 

ibid., II, 1569. 
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later in the year than it comes among central reserve city and 

country banks. 

V. THE USE OF INTERBANK BORROWING IN PANICS 

The supreme test of the elasticity of a country’s banking 

arrangements is found in time of panic. In such periods the 

demand for loans is especially insistent, and if the soundness of 

the banking system is under suspicion, the demand for cash is 

also pressing. Under the rigid reserve requirements and lack of a 

general discount market which characterized our banking system 

down to 1914, the normal autumnal drain of cash was frequently, 

even usually, converted into a period of stress in the money market. 
Our system was ordinarily able to withstand these recurring stresses, 

although often at the cost of very high rates for loans. But these 

autumnal strains proved fertile soil for panics,’ which were usually 

accompanied by a severe contraction of loans and by a hoarding 

of cash which augmented the contraction. 

It is a rather common error to imply, if not explicitly to state, 

that interbank borrowing completely ceased in times of panic.’ 

This view is refuted by the testimony of a number of bankers 

before the senate committee, although one or two testified to 

serious difficulty in getting advances in 1893 and 1907.3 The 
most complete refutation, however, is furnished by the statistics 

of interbank borrowing. Although calls for reports were not 

usually made during the continuance of severe panic, these statistics 

show in each panic except that of 1873 a distortion of the normal 

seasonal swing of borrowings which corresponds with the panic 

period. 

The calls for reports of condition in 1873 entirely missed the 

period of panic. It is probable, however, that loans to banks as 

* Kemmerer, Scasonal Variations, pp. 222-23, 232. 

2 Conway and Patterson, The Operation of the New Bank Act, pp. 95, 97; Laughlin 

(ed.), Banking Reform, p. 55; W. C. Mitchell, Business Cycles, p. 552 (University of 

California Memoirs, Vol. III, Berkeley, 1913). 

3 Hearings, I, 675; II, 1252, 1277, 1527, 1547, 1564, 1570, 1666, 1900; III, 2356. 

One banker was refused currency but apparently not loans (II, 1666, 1672). 

4 The dates of the successive panics are conveniently given in Kemmerer, op. cit., 

p. 222. The stock market “panics” of 1899, 1901, and 1903 are excluded from this 

study because of their limited scope and duration. 

See oOo 
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well as to individuals expanded upon the issue of clearing-house 

loan certificates, and certainly interior demands for currency were 

met with considerable freedom.' ‘The panic of 1884 broke in the 

middle of May; at the next call for reports (June 20), bor- 

rowings amounted to one-fourth of the year’s total, although 

the normal proportion for the third call is 18 or 19 per cent. 

Similarly, in 1890, the panic of November was reflected in the 

proportion of borrowings reported at the fifth call, which was 5 

per cent in excess of the normal or average proportion for the 

period 1883-1892. In the middle of the panic of 1893 (July 12), 

the proportion of the year’s borrowings exceeded the normal for 

the season by g per cent. The figures for this year may perhaps 

be exaggerated by the inclusion of clearing-house loan certificates 

with bills payable, but there can be no doubt that interbank bor- 

rowings increased during the panic; the amount of rediscounts 

alone increased $11,000,000, or more rapidly than total borrow- 

ings. Again in 1907, the proportion of borrowings at the 
call of December 3 was greatly in excess of the normal 

at that period; anda similar but less marked excess is to be 
observed at the calls of September and October, 1914. The panic 

of 1914 differed from our earlier panics in that there was no appre- 

ciable amount of hoarding; the unprecedentedly heavy borrowings 

in that period seem to have reflected merely the more general and 

more effective effort to cope with panic conditions, in this case 

complicated by the financial problems arising from the European 

war. 

Inasmuch as panics are ordinarily more severe in cities than in 

country districts, it is to be expected that the increase in borrowings 

in times of panic should be most marked in the cities. The data 

available do not permit a test of this tendency in all the panics 

through which the national banks have passed, but some interesting 

Sprague, op. cit., pp. 53, 55- 

? This was the final phase of a considerable period of disturbance in the financial 
markets. Sprague, op. cit., especially pp. 134-35, 141-43. Borrowings at the call 

of December 1g are a better test than those on October 2, which reflect the crop 
demand, 

3A. D. Noyes, “The Banks and the Panic of 1893,”’ Political Science Quarterly, 
IX, pp. 12-30 (March, 1894). 
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illustrations of it may be found. At the autumn calls made 

between 1873 and 1885, the borrowings of city banks averaged 

31 per cent of total borrowings; but on September 12, 1873, 

a week before the outbreak of panic, they amounted to 41 per cent 

of the total—a proportion which was exceeded only twice during 

the period. Between 1889 and 1899 the average proportion at the 

fourth calls was 23 per cent. In October, 1893, the borrowings of 

city banks amounted to 29 per cent of the total. Only once during 

the period was this proportion again reached. In this connection 

it should be remembered that the borrowings of country banks 

are normally heaviest in autumn; so that the increase reported 

in the borrowings of city banks at these autumn dates is the more 

remarkable. 

In March and December of 1907, the borrowings of city banks 

were 32 per cent of the total, while the average from 1900 to 1914 

was 18 per cent at the second call and 24 per cent at the fifth call. 

In 1914 the needs of the country banks were especially pressing 

because of the failure of markets due to the war; but at the end 

of October the proportion of city borrowings was 27 per cent, and 

in September it was 21 per cent, or slightly above the average for 

the period, although the crop demand was then near its height. 

It is thus clear that interbank borrowing has ordinarily been 

stimulated under panic conditions. It is not intended to imply, 

however, that banks have not found difficulty in borrowing in 

such periods. The high rates sometimes exacted on loans between 

banks, as well as the comparatively small amounts' borrowed in 

the earlier panics, plainly show that there was difficulty. But 

the difficulty seems to have resulted from the lack of a discount 

* Maximum borrowings in panic years, their ratio to capital and surplus, and 

the date of the beginning of panic are given below. 

MAXIMUM BORROWINGS 

Date Amount Ratio Beginning of Panic 

Oe ere $ 12,731,000 2.10 September 
eee 15,606,000 2.34 May 
December 19, 1890......... 37,100,000 4.25 November 
BT We, PN gc a <0: 5 scares 61,322,000 6.56 May 
December 3. 1907.......... 100,905,000 6.96 October 
October 31, 1914........... 162,617,000 

ese. a aril 
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market rather than from the withdrawal of the customary lines of 

credit extended to depositing banks by their city correspondents; 

when these comparatively limited lines had been fully availed of, 

there was ordinarily no other recourse. The efficacy of such loans, 

moreover, was in many cases restricted by the inability of the city 

banks to provide the currency or lawful reserve money required 

by the borrowing banks. The rigid reserve requirements of the 

national bank act often proved an effectual bar to the making of 

loans in lawful money, for such loans might have reduced reserves 

below the legal minimum, even when impaired reserves did not 

forbid the making of a loan in any form. These difficulties were 

often exaggerated in panics owing to the breakdown of the domestic 

exchanges following the suspension of payments. 

The extent to which interbank borrowing has been of service in 

mitigating the severity of panics cannot be accurately measured. 

The increase of borrowings between the calls immediately preceding 

and during or following the panic amounted to $21,000,000 in 1893 

and to $42,000,000 in 1907; in 1914 the increase was $59,000,000 

in September and $71,000,000 at the end of October. It can 

hardly be doubted that the large increases in borrowings in 1907 

and 1914 help to explain the relatively small loan contraction in 

those years as compared with previous panic periods. 

VI. THE SOURCES OF BORROWINGS 

It is natural in any banking system that the great bulk of bank 

borrowings should be negotiated in the financial centers. ‘The 

situation in the United States departs from the general rule in 

the degree to which centers of minor importance are resorted to 

for loans, just as our banking system itself differs from those of 

other countries in the more’ or less artificial development of a 

class of reserve cities. 

The popularity of New York City as a resource for loans was 

frequently evidenced in the hearings before the senate committee 

on banks and banking. Not only was it mentioned as the source 

of borrowings by bankers from various sections of the country, 

but the certainty of obtaining the desired accommodation there and 

the relatively favorable terms for loans were also emphasized. 
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Such limited statistical data as are available indicate that the 

national banks of New York furnished more than a third of all 

loans to banking institutions in the United States." In the absence 

of other data, some idea of the distribution of these loans may 

perhaps be gleaned from the distribution of loans made to its 

correspondents by the National City Bank. On November 25, 

1913, two-thirds of its loans to banks were made in the South, 

one-sixth in the Middle West and one-twelfth in the East.? 

National banks in the other central reserve cities—Chicago 

and St. Louis—serve as an important source of bank borrowings 

only in a more restricted area, including the West, Southwest, and 

Middle West. Together they provided about $40,000,000 on 

January 13, 1914, or one-fourth of the loans to banks made by the 

national banks of thirty-one cities. The central reserve cities 

as a group therefore provided three-fifths of such loans, although 

at the same date they held considerably less than half the total 

amount due from national banks to other banks. It is interesting 

to observe that these loans formed no negligible part of the lending 

banks’ investments, forming 7} per cent of the total loans and 

discounts of the central reserve city banks. 

Data concerning the amount of loans to banks by national 

banks in reserve cities are available for only twenty-one cities. 

Banks in these cities were lending rather more than a third of the 

total amount of loans to banks reported on January 13, 1914. 

Three of these cities, however, were lending as much as the other 

eighteen; while all of them together were lending but little more 

than New York. It follows naturally from the position of these 

* Out of $162,706,000 loaned to other banks by the national banks of thirty-one 

cities on January 13, 1914, New York banks loaned $59,107,000. Decision of the 

Reserve Bank Organization Committee, etc., p. 14, reprinted in Finance Report, 1914, 

pp. 79-92. and in Report of the Comptroller, 1914, pp. 135-52. On June 30, 1914, 

national banks in New York had loaned to their correspondents $90,360,000. Report 

of the Comptroller, 1914, p. 9. At the same date the borrowings of all classes of banks 

amounted to $23 2,561,000. 

? Derived from the monthly circular of the National City Bank for December, 
1913. 

3 See the statements as to source of borrowings in Hearings, I, 691; II, 1277, 

1547, 1570, 1672; III, 2356. 

4 Kansas City loaned $18,844,000, or $4,500,000 more than St. Louis; Philadelphia 

loaned $6,859,000 and Omaha, $5,769,000; a total of $31,472,000. Decision, p. 14. 
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cities as secondary reserve centers that banks in them should often 

be found borrowing with one hand while lending with the other, 

thus serving as intermediaries between smaller borrowing banks 

and the ultimate lenders. Under our peculiar reserve system, 

this intermediation was desirable, since it served to increase the 

amount of loans which could be made on the basis of a given 

amount of lawful money and thus increased the elasticity of the 

credit system. 
In the case of some of these cities, the relations of the banks 

with their correspondents were primarily those of collection and 

exchange rather than of lending and borrowing. This was notably 

the case in Albany, which during this period handled a large 

collection business for the ‘‘up state’ banks of New York." 

Much the same was true of Pittsburgh and Brooklyn, while in 

Philadelphia, Boston, and Cleveland loans to banks formed no 

more than 4 per cent of bankers’ balances. On the other hand, 

in a few cities lending was an important part of the correspondent 

relation. The percentage ratio of loans to balances on January 13, 

1914, was 17 in Houston and Louisville, 25 in Dallas, 28 in Wash- 

ington, and 35 in Omaha and Kansas City. In these cities loans 

to banks formed a relatively large part of total loans and discounts. 

The proportion rose to 28 per cent in Kansas City and to 18 per 

cent in Omaha; in the other cities it ranged from 6 to 8 per cent. 

Although much the greater part of interbank borrowing in 

this period was negotiated in the central reserve and reserve cities, 

the non-reserve cities were frequently important sources of loans to 
banks situated in the country towns in their immediate districts. 

On January 13, 1914, the national banks of Richmond, Nashville, 

and Atlanta were together lending as much as those of Boston, 

and the banks of Memphis were lending $500,000 to other banks. 

Country banks in Arkansas appear to do a good deal of borrowing 

in Little Rock,? and it is said that village banks are frequently 

borrowers in such a city as Marion, Indiana. 

* Hearings, III, 2340. On January 13, 1914, Albany ranked tenth among reserve 
cities in point of amounts due to other banks and twentieth in amount of loans to 

banks. Doubtless the location of the correspondent banks helps to explain the 

amount of their borrowings. 

2 Hearings, II, 15609. 3 [bid., II, 1626. 
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The lack of a discount market resulted in more or less uncer- 

tainty as to the possibility of obtaining assistance through inter- 

bank borrowing in times of general financial strain. The door 

was therefore opened to the development of a degree of dependence 

of small banks upon larger which in some cases may have more or 

less closely approximated the relations of a branch to its parent 

bank. This approximation is not very close, however, except in 

cases of mutual ownership of stock.’ On the whole, it seems an 

exaggeration to say that “‘we have had a system of practical 

centralization, based on special favors to desirable correspondents. ””? 

Borrowing and lending among banks as conducted in recent years 

seems rather to be based on considerations of mutual business 

advantage. A correspondent bank’s line of credit is determined 
upon only after careful credit investigation, while the profitable- 

ness of correspondent relations and the safety of interbank loans 

induce a competition sufficiently keen to insure reasonably equi- 

table conditions in the terms of credit granted to borrowing 

banks. 

Nor may the dependence of the small banker properly be 
inferred from his tendency to defer to the city banker’s judgment 

on questions of general banking policy,‘ and to seek his advice on 

investments in securities and commercial paper and on many other 

matters. Such services, like many rendered by banks to their 

individual customers, are given without definite compensation, 

although it is not uncommon to maintain balances with city 
banks primarily in consideration of such services.’ On the other 

hand, relations of friendship sometimes develop between the 

officers of borrowing and lending banks which must tend to modify 

*See Report of the Committee on Banking and Currency, 63d Cong., 1st Sess., 

House Reports, I, No. 69, p. 4; Laughlin (ed.), Banking Reform, pp. 204-7, 236, 272-73- 

2 Ibid., p. 21. See also pp. 9, 102-3, 258, 267. 

3 Witnesses before the senate committee frequently implied that loans were not 
given them as favors, but because they were entitled to borrow in reasonable amounts. 

Hearings, 1, 707, and especially II, 1564, 1568. From this point of view, the relation 
between average balances and the line of credit extended is of advantage in helping 

to place borrowing on a definite basis. For the influence of competition, see Hearings 

Ill, 2213. 

4See Hearings, I, 948; Il, 1545; III, 2337. 5 Hearings, II, 1256. 
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purely business considerations;* but in the very nature of the case, 

these instances cannot be very numerous nor can they seriously 

interfere with business relations. 

VI. SUMMARY AND CONCLUSION 

Despite serious handicaps, the practice of interbank borrowing 

had a very considerable development among national banks in 

the United States prior to the establishment of the Federal Reserve 

System. The law put limitations upon borrowing which were in 

many instances burdensome. A widespread prejudice against the 

practice existed, partly because the prevailing form of commercial 

paper in use in the United States has been such that the credit of 
the rediscounting bank is necessarily involved in its rediscount, 

but chiefly because the character of banking organization tended 
to restrict bank borrowing and thus to render it unfamiliar to 

banks and to the public generally. Furthermore, decentralization 

of banking gave us a great number of small banks whose paper 

could not feed a broad discount market, and rigidity of the legal 

requirements as to reserves and note issues on the one hand neces- 
sitated some provision for the assistance of those banks which are 

situated in sections relatively undeveloped industrially, or which 

most immediately feel seasonal fluctuations in the demand for 

currency and loans; while on the other, it prevented such assistance 

from being rendered with entire freedom by the banks of the 

financial centers. Under such circumstances, the wonder is not 

that there was so little co-operation among the banks of this 
country, but rather that there was so much. Co-operation, 

however, could not be on a sufficiently large scale to insure the 

meeting of potential borrowers and lenders; the borrowing bank 

was of necessity in much the same position as the individual who 

applies to his bank for accommodation. 

* This point was more or less clearly implied in statements to the writer by officers 
of some of the larger New York banks, and in the testimony before the senate com- 

mittee it frequently appeared that borrowing banks are little inclined to “shop”’ 
among their correspondents for the lowest possible rate, although dissatisfaction with 

treatment accorded may lead to a change of correspondents. Hearings, I, 707; 

II, 1277; and see New York Evening Post, August 9, 1913. 
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The insufficiency and unavailability of the means of assistance 

to banks whose ready funds were inadequate to the demands upon 

them were most noticeable in the recurring panics which swept 

the country at more or less regular intervals throughout its history. 

The more recent panics, especially, proved to be powerful educa- 

tional influences, and after 1907 public appreciation of the general 

character of the needed reforms in our banking and currency 

systems rapidly increased. The strong trait of individualism 

which has long characterized our bankers rendered the establish- 

ment of a system of branch banking impracticable; and in the 

absence of branch banking it was a true instinct which led to the 

general rejection of proposals for removing the restrictions which 

the law has thrown around the national banks in the matter of 

reserves and note issues. Although the removal of these restric- 

tions might have done much to increase the mobility of banking 

resources, such a large degree of freedom in banking would not 

only have been inconsistent with the traditions of the American 

people, but would quite possibly have proved to be fraught with 

serious dangers of the sort which characterized our early banking 
history. 

The creation of some sort of central machinery for the holding 

of reserves and the granting of loans or rediscounts to other banks 

was therefore the logical solution of our problem of banking inelas- 

ticity, as well as the solution suggested by the experience of most 

foreign countries. The interesting development of the function of 

interbank borrowing in American banking since 1914 requires 

separate treatment. 
OLIVER C. LOCKHART 

NATIONAL BANK OF COMMERCE 

New YorK 



NOTES 

AN EXAMPLE OF MUNICIPAL RESEARCH! 

Once in a while a public document appears which has significance 

out of proportion to its bulk. Such was the report of the Railroad 

Securities Commission on which President Hadley served, and such— 

though in a very different way—is the report of the Commission on 

Local Transportation appointed by Mayor Thompson of Chicago. 

A slight pamphlet in itself, it is an interesting landmark in the history 

of Chicago traction. 

Present conditions and problems date back to the ordinance of 1907, 

which is now apparently doomed (if the courts sustain the City Council 

in declaring it void for non-fulfilment). At the time of its adoption a 
five-cent fare was highly profitable, but public interest appeared to 

center not so much in getting lower fares as in getting the old cable 

equipment replaced by trolleys, and in limiting private profit and paving 

the way for possible municipal purchase. The ordinance constituted a 

contract between the companies and the city, specifying a five-cent fare 

and setting up a valuation on which the companies should receive 5 

per cent return, further profits to be divided, 55 per cent to the city and 

45 per cent to the company. ‘To accomplish the desired reconstruction 

of the lines, the companies were allowed to charge renewals to capital 

account during a period of three years, thus increasing their valuation 
and, in effect, including discarded property. Additions to plant were 

to be added to the valuation on the basis of cost, plus 10 per cent for 

taking charge of constructicn, plus 5 per cent for raising the funds. 

Under these provisions the valuation has grown from about $60,000,000 

(including the original values set on two properties subsequently taken 

in) to about $160,000,000 at the present time. A board of supervising 

engineers consisting of one representative of the companies, one repre- 

sentative of the city, and an impartial chairman, audits the books and 
certifies expenditures for maintenance, renewals, and additions, thus 

continuing the valuation. 

When war-prices made the five-cent fare inadequate, the city stood 
on its contract rights. A substitute plan, carefully worked out, for a 

* Report of Commission on Local Transportation of the City of Chicago,1920. Pp. 51. 
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trusteeship operating on the general principle of service at cost, was 

voted down at the polls, largely, it is thought, because of the personnel 

of the first board of trustees. The state Public Utilities Commission 

was appealed to and held that the city had no power to contract away the 

police power of the state over rates. The commission raised fares to 
seven cents, and finally, on November 5, 1920, to eight cents: a rate 

intended to produce approximately ro per cent on the ordinance valua- 

tion, so that the companies’ share should be not more than 73 per cent 

after paying the city its share of the profits. The commission’s own 

valuation is virtually a reproduction-cost valuation, with an addition 

for going value, “in the light of”’ the provisions of the ordinance allowing 

a value for discarded property and margins of 10 per cent and 5 per cent 

on new construction. The actual figures are found by the commission 

to be as follows: Ordinance valuation, as of June 1, 1919, $157,700,- 

461.59; cost of reproduction new, as of January 31, 1919, $170,000,000; 

cost of reproduction, less 20 per cent depreciation, plus $7,945,200 in 

the renewals fund, $143,900,000; original cost new of properties now 

(January, 1919) in service, $133,000,000; and original cost of property 

now (1919) in service less depreciation previous to 1907, $122,168,809.80; 

going value, not less than $20,000,000; fair value, not less than 

$163,900,000. On this basis the commission upheld the ordinance 

valuation (which was what the companies contended for) as being within 

the bounds of fair value. The reviewer might add a personal calculation 

that the original cost of the property in service January, rg19, less 

20 per cent depreciation, plus $7,945,200 in the renewals fund, would 

come to $114,345,000. 

Meanwhile Mayor Thompson had made the five-cent fare a cam- 

paign slogan, but some time was required to produce a plan for bringing 

this to pass. The city is debarred from purchasing the lines by the 

debt limit as at present laid down by the state constitution. If the 

denunciations of the state commission are to be taken at full value, they 

would seem to imply that a new commission, representing the Thompson 

faction, would give the city its five-cent fare. (A new commission has 

just been appointed by the newly inaugurated Governor Small, who 

represents the Thompson wing of the Republican party.) The Mayor, 

however, decided on a different course, and proposed the creation of a 

traction district covering the area of Chicago’s local transportation 

system, and empowered to issue bonds, levy taxes, and acquire and oper- 

ate the car lines at a five-cent fare. The district was to be governed by 

elected trustees, as is the present Chicago Sanitary District. 
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Objections to this plan were at once raised in no uncertain terms. 

It was a mere device for saddling a traction deficit upon the taxpayer 
with no effective check; it was an unnecessary multiplication of over- 

lapping administrations and of elective officers, when the one thing vitally 

needed, if self-government is to regain more than a shadow of reality, is to 

lessen the number of elective offices and shorten the ballot; it would not 

work and was not meant to work, but merely to keep the issue alive as a 

political asset and keep the surface lines the football of politics indefinitely. 
In the meantime the Mayor had secured authorization from the City 

Council for the appointment of a commission “‘to consider matters incident 

to obtaining improved local transportation ....at a permanent 

five-cent fare through the creation of a public body clothed with power 

to own, control, and operate a system of local transportation in... . 

the metropolitan district of Chicago.”’ In other words this is a commission 

to study ways and means of promoting the Mayor’s plan and detail 

matters concerned therewith, mot a commission to study and determine 

what the best plan may be. This commission received an appropriation 

of $250,000 of which $180,000 has been spent and the Mayor recommends 

that the unexpended remainder be continued for the purpose of making 

further studies and “to present to the Legislature and the members and 

committees thereof such detailed information as may be required to 

promote the enactment of the enabling legislation.” In other words, 

to lobby for the Mayor’s plan at the state capitol. 

However, the facts and arguments which the commission is to bring 

to bear on the legislature are not to be given to the general public, for 

in a masterly paragraph they explain that“. . . . at the suggestion of your 

Honor, we have omitted from our report this non-essential mass of detail, 

to the end that our conclusions and recommendations based on the studies 

and investigation of the legal and engineering staffs might not be obscured 

in the public mind through over-emphasis of some unimportant details 

by the opponents of people’s ownership.’”’ Among the unimportant 

details which have been omitted, in order that they might not be over- 

emphasized by opponents of “‘people’s ownership,” one might mention 

a statement of the value of the properties, the amount of bonds that 

can be issued under the Mayor’s plan in its relation to the value of the 

properties, of the actual operating revenues and expenses per passenger, 

and of the percentage earned on the value of the properties in recent 

years. The conclusion is that if these nonessential details were pub- 

lished, they would tend to obscure the desirability of the Mayor’s 
plan in the public mind. 
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Aside from introductory matter, the report consists of about eight 

pages, of very moderate size, with a supplemental report of seven pages 

by the chief engineer and a draft of proposed enabling legislation occu- 

pying something more than twelve pages. True to the policy stated 

above, these pages contain not a single item of relevant factual evidence 

resulting from the engineering and other studies of the commission, 

being chiefly confined to blanket indorsements of the Mayor’s plan. 

They do, however, contain a number of statements drawn from the 

campaign speeches of Mayor Thompson. 

Among these is the charge that the company officials had testified 

(when trying to get taxes reduced) that the ordinance valuation included 

“$85,000,000 or $90,000,000 that is not represented by any property at 

all.”” The conclusion of the report is that the ordinance valuation is so 

unreasonably high that the city cannot purchase under it, and therefore 

that the Mayor’s transportation district is a necessity. Aside from the 

fact that it needed no engineering investigation to reveal this bit of 

evidence, is it relevant? Only if the new district could secure the 

benefit of a lower valuation than the city, and on this point not a shred 

of evidence is furnished. Reason says that the new district could secure 

no more favorable valuation than a fair-minded public utilities commis- 

sion would award in a rate case, especially if the ordinance of 1907 is 

declared void and so ceases to influence the commission’s valuation, 

via “going value.” 

To prove that a five-cent fare is financially practicable, the report 
cites the total net income of the properties for twelve and one-half 

years, but it does not show what percentage this was on the investment, 

nor what the operating expenses or net earnings were in the recent 

years of price inflation, and it does include in income the reserve for 

renewals and other items of over $12,000,000' which are not earnings at 

all but mere bookkeeping entries added to capital account. The report 

also claims that, because the companies have kept secret books, no one 

knows the real cost of the service, and the implication is that improper 

items have been charged to operating expenses and kept secret. (“ ‘Is 

that a fact?’ said Mr. Hennessey. ‘Tis a campaign fact,’ replied Mr. 

Dooley.”) The un-campaign fact appears to be that the books showing 

the disposition of the company’s net profits are secret, but that the Board 

of Supervising Engineers audits the books showing operating expenses 

and all additions to capital. The secret books might show that expendi- 

*This sum consists of the 1o per cent and 5 per cent above cost of new construc- 

tion, which the companies are allowed to add t+ their valuation, as already stated. 
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tures for dubious and devious purposes have been made out of net 

profits, but they could not possibly show that the operating expense 
accounts had been padded. The “improper items of expenditure” 

which might be “eliminated” if these secret books were opened, 

would be eliminated from the net profits, not from the operating expenses. 

Statements like these of the report are common enough in the cheaper 

grades of stump oratory; coming from a public commission after a year’s 

study, such statements can hardly indicate anything but intent to 
mislead. 

The facts as to expenses, as gathered from the abstract of record 

of the eight-cent-fare case (decided November 5, 1920) appear to be as 

follows: Operating expenses (not including anything that may be con- 

tained in secret books) for September, 1916, were 3.17 cents per revenue 

passenger; for August, 1919, 4.8 cents; for September, 1919, 5.15 cents, 

and estimated expenses for August 1, 1920, to July 31, 1921 (with new 

wage scale and two hundred added cars), about 5.75 cents. (The 
estimated expenses per 8-cent fare collected come to 6.1 cents, but the 

average revenue-per-revenue passenger runs perhaps 6 per cent less 

than the full fare). With taxes eliminated, the figure of 5.75 cents 

would be reduced to about 5.5 cents. If these figures are correct they 

mean that under present conditions, a five-cent fare would fail to cover 

operating expenses by about .84 cent, not counting anything for return 

on investment. These are perhaps some of the “unimportant details” 

which, if published, might be overemphasized by opponents of people’s 
ownership, thus tending to obscure the commission’s findings in the 

public mind. In any case, they are available to the public without the 

expense of an investigation by a staff of engineers. 

The supplementary report from the engineering department of the 

commission is concerned not with past earnings but with future econo- 
mies. The most startling is the claim that the organization of the 

proposed district ‘‘would double at once the capacity of the surface 

lines to transport people into and out of the so-called loop district.’ 
How this could be done appears to be one of the nonessential details, 

save that it is to be accomplished by re-routing cars—a matter over 

which it had been supposed that adequate authority already existed. 

The total economies are “conservatively estimated” at $12,000,000 

per year. This comes to about 26.6 per cent of the estimated expenses, 

excluding taxes, for 1920-21, though the report does not give it as a 

percentage sum. 

*P. 27 of the report. 
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These economies are listed as follows: Elimination of the Board of 

Supervising Engineers and of cases before the Public Utilities Com- 

mission. (Are the costs of elections and administration of the proposed 

new district taken into account?) Discontinuance of spotters and gain 

in revenue through sale of tickets to passengers before entering cars. 

(Can all spotters and all cash fares be eliminated?) Saving on pay-roll 

of maintenance of way. Increasing average speed from ten miles an 

hour to twelve miles. The use of the loop system in the downtown dis- 

trict and at a number of terminals. Saving of revenue now lost through 

crowded conditions of cars. Saving of overhead costs including legal 

expense and lobbying. (Will there be no litigation incident to the 

proposed transfer, and no political expenses in the running of the dis- 

trict?) Generation of power instead of purchase. Saving in purchase 

of supplies in open competition. (Those who know the vagaries of 

“open competitive bidding” under certain types of political administra- 

tion will discount this item, possibly more than 100 per cent.) 

Claims like these cannot be verified, especially as the report itself 

furnishes no detail beyond what is indicated above. Their worth might 

be estimated by the reliability of other statements in the same report 

which are of a sort that can be verified. Judged on this basis, their 

value would be a minus quantity. 

However, it might be of interest to work out a tentative budget, 

taking all these savings at their face value. For this purpose the esti- 

mated budget for 1920-21, already referred to, may be taken as a starting- 

point. Five-eighths of the earnings from passenger cars as given in 

this budget comes to a little less than $38,600,000. Operating expenses, 

not including taxes, come to $45,164,757, leaving a deficit of $6,600,000. 

Savings (including increased income and reduced expenses of $12,000,000) 

convert this deficit into a surplus of $5,400,000. Against this must be 

charged interest and sinking-fund requirements on the district bonds as 

required by the proposed law. With interest at 5 per cent and sinking 

fund requirements at 2 per cent, $5,400,000 would cover the charges on 

$77,000,000 of bonds. If the district, then, can buy or lease, on a 

basis of $77,000,000 at 5 per cent, properties which the state Public 

Utilities Commission a few months ago valued at over $160,000,000, and 

can secure the enormous savings predicted, they can be self-supporting 

on a five-cent fare, and the added burden on the taxpayer would be 

limited to making good the taxes formerly paid by these properties 

when under private ownership. If the people are competent to decide 

whether they want Mayor Thompson’s plan or not, they certainly 
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should be competent to weigh such figures as these in deciding what 

the probabilities are that the plan would produce a five-cent fare without 

forcing the taxpayers to make good an annual deficit of millions of dollars. 
The report concludes with a draft of proposed enabling legislation. 

The outstanding feature of this is the fact that the only kind of public 

ownership it provides for is ownership bound by law to fix fares at five 

cents and to levy taxes to pay interest and sinking-fund charges on the 

bonds issued, and (in the discretion of the trustees) operating deficits 

also. It would seem that the people should have the option whether 

they would establish public ownership on a plan which is required to 

pay expenses and allowed to give a five-cent fare if possible, or on a 

plan which is required to give a five-cent fare and allowed to pay expenses 

if possible, or on a plan where this matter is left optional so far as the 

enabling legislation is concerned. 

It is also quite possible to pass legislation which would give the 

existing city government power to issue bonds beyond its present debt 

limit, for the acquisition of productive business properties. This would 

be far less like an evasion of the intent of the debt limitation, especially 
if the property acquired by such bond issues is required by the enabling 

law to be self-sustaining. In assuming that the creation of a new dis- 

trict is the only legal method of acquiring the roads, the report over- 

looks an obvious alternative which would appeal to the soberer citizens 

as distinctly preferable. The fact that the city’s consent is required 

to empower the district to construct: and operate any lines within its 

limits (section 7 of the proposed law) is only one example of the 

artificial unwieldiness arising out of the creation of another independent, 

co-ordinate public body to perform a city function. 

Another major feature is the fact that the bonding power of the 

proposed district (5 per cent of the assessed valuation) would come 

to about $80,000,000, or half the value of the properties as fixed by the 

1907 ordinance or by the Public Utilities Commission. The report 

does not mention this fact, nor say a word as to ways and means whereby 

this discrepancy can be overcome. The plan simply does not furnish 

a means whereby the lines can be acquired, let alone operated, unless a 

judicial miracle occurs. How such a fact can be calmly ignored in an 

official document is one of the mysteries of American government. 

A minor matter is the curious wording of section 9 of the proposed 

law which appears unintentionally to authorize the levying of taxes in 
any one year sufficient to cover ¢wice the amount of the annual bond 

charges, as well as any excess of operating expenses over total receipts. 
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The language of this section should certainly be changed if the measure 
is enacted, for as it stands the provision has all the appearance and effect 

of a “joker.” 

As an economic document the report is not worth the space that is 

here given to it, nor the paper it is printed on. As an example of every- 

thing that municipal research should not be, it has more significance. 

As a phase of the general crisis in public utilities it may be more impor- 

tant still. It is truly a symptom of the force of popular discontent with 

attempts to regulate private utilities corporations, and especially with 

the results of valuations based on reproduction-cost plus going value. 

Fortunately or unfortunately, the companies are in a position in which 

they need not fear this discontent too seriously, so long as their position 

can be attacked only through a forced purchase in which the courts 

could probably be counted on to protect the same high valuation on 

which rates are fixed. More prominent in the public mind, perhaps, 

is inadequacy of service. It appears that the two ends—adequacy of 

service and economy in rendering it—are hard to secure together. 

The easiest way to secure economy seems to be to give a private 

company a share of what they can save at fixed rates of fare (preferably 

revised at considerable intervals). But the company can always save 

by skimping the amount of service rendered as well as by economical 

handling of what it does render, and attempts at enforcement of adequate 

service have had discouragingly small results in Chicago. On the 

other hand, with the spur of profit removed, the resistance to increased 

service is removed, but with it goes the incentive to other and more 

desirable forms of economy, and it becomes necessary to try to secure 

economy by direct supervision. It seems likely that years of discom- 

fort in crowded cars may tend to make people readier to grasp the 

second horn of this dilemma. With the recent defeat at the polls of 

the plan for service at cost under trustees, the stage is set for the Mayor’s 

plan. 

The situation is serious, and a standpat policy will be as futile as it 

would be unwise. It is to be hoped that Mayor Thompson’s plan is 

not so bad as the feebleness of this report would indicate, because any- 

thing the Mayor really wants he is extremely likely to get. One possi- 

bility is that Mayor Thompson does not particularly care to have his 

plan put in force, but would prefer to make his opponents shoulder the 
blame for defeating it. Possibly if the courts refuse to declare the present 

ordinance void, the Mayor may interpret this as making his plan impos- 

sible. In any case, the plan is sure to be blocked by the fact that the 
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bonding power of the proposed district is far less than any valuation a 

court could possibly fix. Such an obvious defect makes it hard to believe 

that the plan is seriously intended to work as advertised. One might 

say that the plan is cleverly devised so that the lines could be bought 

only if the courts would allow the Mayor’s most extreme claims as to 

the amount of water in the valuation and would cut the present valua- 

tion in two, and this, of course, the courts will not do. Will the Mayor, 

then, be satisfied merely to keep the matter unsettled while he makes 

political capital out of the campaign issue thus manufactured? The fact 

that the companies are not opposing the Mayor’s plan lends color to this 

supposition. A more serious danger is that if his opponents try to 

outguess him by failing to oppose his plan, or to offer an adequate 

substitute, both sides may be outguessed and the plan may go through. 

J. M. Crarx 
UNIVERSITY OF CHICAGO 

SOME RECENT FINANCIAL DEVICES 

The participating bond is one of the rarest devices in American 

corporation finance.t The Disco Milling Company, an Illinois corpora- 

tion, is now financing the development of a new flour-milling device 

through an issue of participating bonds which present certain novel fea- 

tures. The capital required forthe purchase of a building and the installa- 

tion of equipment is to be secured through the sale of $500,000 of 

twenty-year 6 per cent first-mortgage bonds which carry the privilege 

of participation in the profits of the corporation on the following basis: 

10 per cent of the net earnings of the company is to be set aside for retire- 

ment of the principal of the bonds. Whenever the fund so accumulated 

amounts to $25,000, it is to be applied to the retirement of the principal of 

the bonds, the face of each bond being reduced prorata. To facilitate 

this operation, $50 principal coupons are issued to make up each $1,000 

bond. Of the remaining profits, 25 per cent goes to the bondholders and 75 

per cent to the stockholders. As no stock is offered to the public, this 75 

per cent represents the equity of the inventor, the promoters, and others 

concerned with the earlier development of the invention, and with its 

financing. Retirement of part or all of the principal of the bonds 

«Three cases of its use are cited by Dewing (Financial Policy of Corporations, 

I, 87), all of them obsolete bonds, and no others seem to have been noted by the 

authors of current financial literature. The writer’s attention has been called also 

to a participating bond issued by McNally-Peck & Company, an Indiana onion 
producer, four or five years ago, which is still extant. 
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through the operation of the sinking fund or through maturity does not 

affect the participation, each bondholder continuing to draw his propor- 

tion of the net earnings until 1981. In order to avoid the danger of this 

participation being treated by the courts or the administrators of the 

Blue Sky laws as really a distribution of bonus stock, a trustee is inter- 

posed between the company and the bondholders. Title to the property 

is held for the bondholders by the trustee, a reputable trust company, 

and the property is leased to the operating company. The interest, 

sinking fund, and share of profits are all due to the trustee as rent. 

This, it will be noted, makes the claim of the bondholders to their share 

of undistributed profits a creditor’s lien. 

Another new financing device is the ten-year convertible first- 

mortgage 9 per cent bond issued by the Rio Blanco Syndicate, Incor- 

porated, of Colorado, to finance the development of a project for extracting 

oil from shale. The novel feature of this bond is the provision that 

the 9 per cent interest is due and payable only on the date of maturity 
of the bond. The conversion privilege consists of a right to convert 

each $100 bond into $400 par value stock of the corporation “‘at such 

time prior to its maturity as said conversion may be offered by the 
Syndicate.’’ The Syndicate agrees to make such offer at some date 

prior to the maturity of the bond. Apparently, however, there is no 

limitation on the amount of stock which may be issued, so that the 

actual proportion of the profits accruing to the holders of $400 of stock 

is left to the discretion of the management. 

Another device for raising capital which has been in use for some 

years, but seems to have escaped the attention of financial writers is 
the certificate of beneficial interest in oil leases held by a trustee. The 

plan of operation is as follows: An individual promoter or a small group 

buys either the leases on properties more or less remote from oil pro- 
duction, or a share of the one-eighth royalty interest which under 

the standard type of oil leases is reserved to the landowner. These 

leases are then assigned to a trustee, in small deals usually one of 

the promoters, and certificates of beneficial interest, representing small 

fractions of the equity, are sold to speculative investors. The total 

interest covered by the deed of trust varies from a single quarter-section 

to a consolidated royalty interest in thousands of acres, with a cor- 

responding variation in the number of shares. The financial principle 

is that title to property of unknown value can usually be sold in small 

fractions for a much greater amount than it can be sold for in block. 

Not infrequently 1 per cent interests in a lease are sold for about one- 
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fiftieth the cost of the lease to the promoters, but there is no standard 

rate of profit in this type of transaction. As one promoter puts it, “If 

there is oil there, the lease is worth more than we can possibly get for 

it; if there is none there, it isn’t worth anything. So any price we can 

get is a fair price.” No financial obligations are assumed by the 

certificate-holders or the trustee, except office expenses and rentals 

due under the lease. If the syndicate holds an interest in a lease, 

annual rentals will be due to the landowner; if the holding is an interest 

in the landowner’s royalty, the rentals will be a source of income to the 

syndicate. If the holding is a lease the trustee is empowered to sell out 

to an operating company or to negotiate a contract for drilling out the 

property on a royalty basis. Normally, such a contract cannot, of 

course, be secured at the outset, but if the prospects are improved by 

wells being brought in near by, it becomes possible to secure a contract 

to have a well drilled on a basis which leaves the syndicate an equity 

of one-eighth or one-fourth. In case the operators are successful, 

either in selling out the holding or in securing a drilling contract which 

results in a discovery of oil, the duties of the trustee are simple, con- 

sisting merely of the collection of the proceeds and their distribution to 

the stockholders. In case the lease gets a black eye through the drilling 

of dry holes near by, or in case drilling operations are unsuccessful, the 

duties of the trustee are still further simplified. Where the syndicate 

holds a royalty interest in the farmer’s reserved eighth in property on 

which the leases are held by operating companies, the trustee has no 
duties until a well is brought in by the lessee; then he collects and 

distributes the royalty. Certificates of beneficial interest in these 

“trusts” are transferable, and are freely bought and sold. 

The possible bearing of recent Blue Sky legislation on the develop- 

ment of financial devices is noticeable. There is as yet no uniform body 
of rules or decisions interpreting the Blue Sky laws, but in various 

states it has been held that certificates of participation in a trust are not 
securities within the meaning of the law and that first mortgage bonds 

on real estate are not speculative securities. The advantage of utilizing 

these financial devices for speculative projects are obviously increased 

by this circumstance. 
CHARLES O. Harpy 

UNIVERSITY OF CHICAGO 
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Our Economic and Other Problems: A Financier’s Point of View. 

By Otro H. Kaun. New York: George H. Doran Co., 1920. 

In advertisements this book has been heralded far and wide as the 

epitome of the soundest thought in America on economic subjects. 

For some time it has been whispered within the craft that we economists 

fall short of perfection in stating our problems, in getting our facts, in 

keeping prejudice out of our inquiries, and in extracting conclusions from 

our materials. Of late, news of our proneness to untruth and irrelevance 

has been noised abroad and has even reached the ears of business men. 

This has given Mr. Kahn, an economic layman and a banker by trade, 

an occasion to exhibit sound method and substantial result to his erring 

professional brethren. He is a staunch believer in “pitting sober truth 

against glittering error,” in the duty of business men “to inform them- 

selves accurately”’ and in the compelling significance of facts. Very 

fittingly he insists, ‘‘ Nor will we (business men) acknowledge in practical 

affairs the superior wisdom of theorists and doctrinaires.”’ 

The economic problems which he has selected for an exhibition of 

his method include among others the railroads, taxation, and “the 

menace of paternalism.’”’ The three addresses concerned with the 
railroads present ably his practical wisdom. To him “the system of 

private ownership and operation under governmental regulation and 

supervision .... seems ....in theory an almost perfect one”; 

but its practice amounts to a defiance of (unspecified) “economic law” 
and “common sense.”’ He states that before the war the railroads were 

starved; though he neglects to give figures of earnings (or for the argu- 

ment’s sake refrains). He believes that during the war the railroads 
were operated “by the government,” whatever that may mean. He 

admits that they (the railroads, not the officials) once upon a time 

were a little naughty, but attributes their failure to secure adequate 

capital to regulation. He would force them to “co-operate” and 

opposes a regional organization because it would stifle “competition.” 

Above all he would keep this developing industry open to “private 

enterprise.” 

His discussion of taxation exhibits in like manner his factual method 
and his constructive bent. He opposes a steeply graduated income tax, 

252 
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because our rates on large incomes are higher than those of Great Britain. 

He opposes heavy levies upon inheritances because the right of bequest 

is the incentive which leads one to accumulate wealth. Besides, nothing 

of real value is given to the fortunate, for “it is not the children of the 

rich to whom life yields the greatest measure of joy and satisfaction 

and reward.” But the unpardonable feature of an “unscientific, 

inconsistent, and ill-designed”’ tax system is the excess profits tax. It 

is pernicious because it ‘‘lays a heavy and clumsy hand upon successful 

business activity,’’ and because business is not hurt by it at all, since 

the manufacturer and merchant simply pass their burdens along to the 

consumer. 
The demonstration that the excess profits tax is shifted to the con- 

sumer is of classic simplicity. It condenses fact and argument into the 

two words ‘‘of necessity.”” If Mr. Kahn had used his wit, or rather 

Mr. Alvin Johnson’s wit, he would have discovered that if the manu- 

facturer and merchant could advance prices to cover the tax, he could 

advance them had no tax been levied. If he had used his facts, or rather 

those of Mr. David Friday, he would have learned that the rise in the 

price level which followed the imposition of the heaviest taxes was slight 

and that a substantial rise followed their reduction. If he had used his 

insight into motives, or rather that of Mr. Thomas S. Adams, he would 

have seen that the excess profits tax merely performed the rhetorical 

function of economizing the ingenuity of sellers by supplying them with 

a ready-made excuse for the price advances which they were in position 

to make. 

At best Mr. Kahn’s impressions amount to an uncritical belief that 

income, inheritance, and excess profits taxes have consequences which 

those who pay them would like to avoid. Professed economists have 

long noted this as a characteristic of all taxes. He makes no com- 

parison of the relative advantages and disadvantages of alternative 

schemes of taxation, which is the only question at issue. In fact only 

once does he suggest a substitute. He proposes a ‘“‘tax on sales,” 

begins playing with it naively, finds with dismay that it is becoming a 

“luxury tax,” and speedily consigns the details of its formulation to 

that otherwise inefficient agency, the government. , 

The general system of economics which underlies these discussions 

breaks into explicit statement in Mr. Kahn’s discussion of “the menace 

of paternalism.” He defends an ideally individualistic and competitive 

system such as the economist is prone to locate in early nineteenth- 

century America, and the historian tells us never was. It is a system 
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wherein “the employee of today is the employer of tomorrow”; anyone, 

and presumably everyone, can get to the top; and economic rewards 

are exactly proportioned to innate abilities. Within it “Providence 

has bestowed upon His creatures, animate as well as inanimate, inequal- 

ity of natural environment (endowment ?), and from that springs and 

must necessarily spring inequality of results.” Such a system “of 

necessity”’ makes of him an advocate of laissez faire. And if, time and 

again, he qualifies this with a tolerance of regulation, the tolerance is 

rhetorical. The regulation must be “just” and “wise” and not “dras- 

tic’ and wholly ineffective, all of which enables him to be polite and 

saves him a verbal battle with the advocates of ‘‘control.”” Fortunately 

upon the question of the abandonment of so ideal a system and the 

adoption of a bureaucratic, paternalistic, socialistic order in its stead 

we cannot pronounce him wrong. There simply is no such question. 

If the economists of the schools fail to learn accurate method and 

sound thought from Mr. Kahn the fault is not theirs. Their theoretical 

bent and cloistered experience makes it impossible for them to appreciate so 

practical and worldly wise a volume. They will discover that Mr. Kahn’s 

facts could easily be driven into 10 of the 420 pages of his volume. 

They will find that five pages selected at random under the most niggardly 

accounting will yield nine unsupported conclusions with only vast 

oceans of rhetoric between. They will be suspicious of terms used 

without definition and of questions settled before they are stated. 

They will find hope in the quotation of authorities, as Gompers and 

Lincoln are quoted to overwhelm paternalism. But they will lose it 

when they find that, in spite of quotation marks, many of these authori- 

ties use the phrases of Mr. Kahn. Their belief in his “informed accu- 

racy’’ can hardly survive the discovery that he cannot repeat the biblical 

injunction about giving Caesar his due or get through Browning’s two 

lines about God’s presence in heaven without violence to the original. 

Some of the craft will look upon such ultimate terms as “the wisdom 

of centuries of human experience,” ‘‘the wise teachings of the great 

architects of ordered Freedom,” “the irresistible powers that make for 

progress,’ and “reason” and “equity” and “salutary regulation” 

and ‘broad considerations of business fairness and public policy” as a 

little vague. Some perchance will regard his thinking as hazy and his 

economics as comfortable rather than convincing. 

Perchance, however, Mr. Kahn has been using the language of 

symbolism rather than that of fact. He may be an artist, and if so, 

it is unfair to judge his gifts in terms of the prosaic standards of science. 

“es 
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At any rate it is only just that the reviewer should penetrate the parts 

of the book given over to national piety and to art. This; however, 

is far beyond the margin of his competence, and he must compromise by 

noting Mr. Kahn’s real gift of style. We get good writing, too rare a 

thing in economics, from one who ‘“‘has traveled pretty well throughout 

the country” and is “well posted.” We delight in hearing of the 

people having “their picture” taken; in catching a vision of “‘money 

. Sinking into repose,” and in contemplating the Hardingesque 

word “‘nouriture.” It is professionally distressing to find that “eco- 

nomics are stubborn things.’’ But there is relief in dreaming of the 

possibilities of style even when applied to the dismal science. For in a 

sentence that does not quite attain seven lines Mr. Kahn turns the 
railroads successively into children, men, serpents, angels, and philistines, 

and restores them to their own estate. It reads—“‘As the railroads 
grew towards man’s estate and married and begot other railroads, they 

gradually sloughed off the roughness and objectionable ways of their 

early youth, and though they did not sprout wings, and though once 

in a while they did shock the community, they were amazingly capable 

at their work and really rendered service of inestimable value.” 

The economists are still far from eternal verity. Their best estab- 

lished conclusions are still hedged about with peradventures. They 

are still far from having harvested all the facts. They still wax hot in 

disputes over method. They are sadly in need of help from the laity. 

But unfortunately Mr. Kahn’s offerings will not do. His judgments 

are too uncritical and the universe he contemplates is too unreal. 

The rescue is for someone else. 
Watton H. HamiItton 

AMHERST COLLEGE 

Statistics in Business. By Horace Secrist. New York: McGraw- 

Hill Book Co., 1920. Pp. 137. 

Professor Secrist in the Preface to Statistics in Business advises the 

reader as to what to expect. “Its purpose is to serve as a handbook for 

executives and others in responsible positions in the application of busi- 

ness statistics to problems which currently arise. To this end, the discus- 

sion is of a practical character—especial attention being given to the use 
of graphsand charts. Both good and bad statistical usages are developed 

by means of illustrations, and rules are formulated which will serve to 

guide executives at each step in business analysis by means of statistics.” 
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There are seven chapters in the book. In chapters iv and v on 

tabulation and diagrams, Professor Secrist does his work admirably. 
Excellent illustrative material is used. He succeeds in what he started 

out to do. 

In the light of the author’s own requirements a candid reviewer must 

say, regretfully, that elsewhere much is left undone. The other chapters 

are too general, There is likelihood that most readers will be left “up 
in the air.”” He who wants to know when to use the median, the mode, 

or the mean, has a fairly difficult problem. No single answer to the 

many questions concerning their use can be given, but the student asks 

for concrete illustrations of good ways to use them. The same thing is 

true of index numbers. The treatment in this book is inadequate from 
the standpoints of both explanation and proper use. 

Throughout the book valuable hints are profuse, but except in chap- 

ters iv and v the points are not sufficiently demonstrated. Inthe chapters 

on facts and fact analysis Professor Secrist has missed an opportunity 

to advise as to the methods of attacking the problems which he presents. 

The business man or the student of business is interested in seeing how 

he can go about describing his market in statistical units; howhe can arrive 

at an estimate of the buying power of a market; how he can determine 

the business of his competitors and his probable share; he wants concrete 

data as to standards of salesmanship and how they are measured; he 

wants suggestions as to the control of buying; above everything he 

yearns for an insight into methods of improving his judgment as to the 

trend of prices. 

Stating the question in the opposite direction, the business man and 

the student of business want to know which of the statistical tools have 

value for him, and the type of problem in which each is useful. Let 

me illustrate what I mean. Measures of dispersion are rarely used in 

business data; but such a measure is a good instrument for the compari- 

son of samples of a commodity from different sources. One coal may 

have a higher average of heat units than another and yet vary in quality 

so greatly that it is less dependable. In this case dependability is capable 

of numerical expression. The measure of dispersion adds greatly to the 

description of this product. 

Let us hope that sometime Professor Secrist, who has had wide 

experience in handling statistics, will contribute as good a demonstration 
of the use of statistics in business from other angles as he has in the case 

of tabulation and diagrams. 
J. ANDERSON FITZGERALD 

UNIVERSITY OF TEXAS 
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The Frontier of Control. By CARTER L. Goopricu. New York: 

Harcourt, Brace & Howe, 1920. 8vo., pp. xvi+277. 

The conventional approach to a study of modern industrial problems 

and labor movements is ordinarily by way of the common assumption 

that there are involved immediately two major interests: those whose 

privilege is conceived to be to command, to direct, and those whose 
duty it is to obey, to follow. It must be admitted that the circum- 

stantial evidence and the workaday facts in the modern industrial 

situation bear out this conception of things—for the most part and in 

its broader outlines. But it must also be admitted that, in the course 

of the development and unfolding of the present industrial system, the 

privilege of the employing classes to direct and manage industry as 

well as the duty of the working classes to obey and execute have under- 

gone some degree of modification. 
On the other hand, the working classes have been accustomed to 

accept with implicit faith and without much doubt the proposition that 

every step in the progress of labor organization hastens the day of their 

deliverance from what appears to many of them as industrial bondage. 

The employing classes on their part take it for granted with equal 

unsophistication that the slightest deviation from the customary rules 

of business management and direction threatens their place and domin- 

ion in the present industrial order. 

To appraise these hopes and fears, which for more than a century 

and a half of industrialism have been agitating the hearts of working 

and employing classes and which have often led to disastrous industrial 

dislocations, is the object of The Frontier of Control. In attempting to 

answer the question, “‘How much control have the workers got ?” the 

author undertakes to examine carefully and dispassionately the numer- 

ous forms of control which have come to be identified with trade-union 

policies and methods, and which make up the creed of the modern trade 

unionist. Problems such as unemployment, the right to a trade, 

methods of payment, etc., are analyzed with a view to ascertaining the 

character and extent of industrial control which they imply. 

After a faithful survey of these and other items in the arsenal of 

trade unionism, the author reaches the broad generalization that a 

certain degree of control of industry by the workers must be admitted 

to be a fact. Of course, the author is quite conscious of the ambiguity 
or uncertainty of the word control and he has taken great pains to define 

and delimit the term (pp. 51 ff.). But under one conception or another, 

whether it be a form of control exercised by apprenticeship regulation, 

or that involved in the choice and selection of foremen by workers, or 
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that form of control to which the miners aspire, it appears from this 

study of the British labor movement, that the struggle for control of 
industry is quite the paramount issue in Great Britain. 

There is another point to be noted in this study of industrial control. 

It is the shifting of emphasis, generally speaking, from negative or 

defensive control to positive or offensive control. For instance, it is 

observed that the customary control of industry exercised by the 

workers has been in the nature of defending or preserving certain rights 

and privileges which the working classes have wrung from the employers 

at considerable cost. It is this sort of control which has reference to 
the maintenance of “vested rights” or the protection of ‘established 

expectations.” Latterly, however, the aim of the working classes has 

come to be the attainment and achievement of control involving the 

responsible direction of industry. This is quite distinct from the regu- 

lation of industry which is implied in the negative control. 

This change in the emphasis in the character of control would not 

be of serious moment were it not for the fact that, as the author rightly 

points out, it involves a considerable revision of the structure and also 

a considerable disturbance of the traditional aim and methods of trade 

unionism. 

It may be objected that this study of working-class control of 

industry in Great Britain is a study of control under war conditions and 

in so far as these conditions are reflected in the study, it should be some- 

what discounted. Of course, a like objection might be advanced if the 

study were to reflect present conditions of business depression and wide- 

spread unemployment. On closer scrutiny, however, it should appear 

that while objections of this nature seem plausible, they are nevertheless 

not well founded. Both the war and all its sequelae are after all to be 

included in the normal scheme of modern industrialism so that a due 

respect to the main facts in the situation would force one to the general 
conclusion that war and peace as well as prosperity and depression are 

quite normal phenomena of modern civilization. Taking one period 

with another therefore, as making up the “normal” conditions of modern 

economic organization, The Frontier of Control is a fair appraisal of the 

progress of the labor movement in Great Britain. Incidentally, it 

appears also from the author’s investigations that effective control of 

industry by the workers still remains an aspiration, often vague and 

for the most part inarticulate. The book is an admirable sedative for 

the oversanguine friends and the alarmist enemies of the wage-earning 

classes. 
LEON ARDZROONI 

New Scuoor ror SociAL RESEARCH 
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Modern Tariff History: Germany, United States, France. By 

Percy ASHLEY, C.B. 3d edition. New York: E. P. Dutton 
& Co., 1929. Pp. 365. 

This book was originally published in 1904, and a second edition 

was issued in 1910. The third edition leaves the book substantially 

unchanged. For Germany and France the commercial and industrial 

statistics have been brought up to 1913. For the United States there is 

added a brief account, based largely on the writings of Taussig, of the 

Tariff Act of 1913. The publication in 1919 by the United States 

Tariff Commission of its report on Reciprocity and Commercial Treaties 

has provided the author with the basis for a more extended discussion of 

the tariff bargaining and reciprocity experiences of the United States. 

Although the book makes no claim to original research, it gives a useful 

and well-documented historical and analytical account of the tariff 

policies of the three countries covered. 

No attempt is made to give an account of the development of tariff 

policies during the war period, on the ground that the war “suspended 

altogether the normal economic life of two of the states whose tariff 

policy is considered in this book, and for the United States, as for the 

rest of the world, created trade conditions in which tariff policy played 

no part.” This is a debatable position. The war has given rise to 

important changes in national attitudes toward most favored-nation 

treaties, bargaining tariffs, unfair competition in international trade, 

“key industries,’ merchant shipping and other relevant matters, 

changes which may be expected to exert an appreciable influence on 

the development of commercial policies during the next generation. 

The author makes brief mention of some of the important provisions 

of the Treaty of Versailles dealing with matters affecting commercial 

policy. He is in error when he states (p. 127) that the Peace Treaty 

obligates Germany to give permanently to the Allied and Associated 

Powers most-favored nation treatment in all that relates to the importa- 

tion, exportation, and transit of goods, and to navigation. Article 

280 of the Treaty states specifically that these obligations “shall cease 

to have effect five years from the date of the coming into force of the 

present Treaty .... unless the Council of the League of Nations 

shall, at least twelve months before the expiration of that period, de- 

cide that these obligations shall be maintained for a further period, 

with or without amendment.” 
JacosB VINER 

UNIVERSITY OF CHICAGO 
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Effective House Organs—The Principles and Practice of Editing and 

Publishing Successful House Organs. By ROBERT E. RAMSAY. 
New York: D. Appleton & Co., 1920. Pp. xii+355. 

Any author is handicapped by having too much claimed for his book, 

and when the author is a prominent leader in advertising organizations 

which preach the dangers of the superlative and the persuasiveness of 

restraint, he may well fear the consequences of sweeping statements 

made in his behalf by some eager copywriter. Mr. Ramsay has been 
thus handicapped. Such claims as ‘“‘Every conceivable angle in the 

publishing of a house organ is covered in this book,” “‘ The first practical 

work on house organs thus far published,” and “If you are contemplating 

using a house organ . . . . it makes everything clear,” made in the 

publisher’s advertising, set a mark which it is extremely difficult for any 

author to come up to, even when he takes ten years to write his book, 
as Mr. Ramsay tells us he did. Fortunately, however, his book has 

much merit—merit enough to satisfy most readers and to win the 

respect of all. 

Mr. Ramsay has divided his book into two parts of approximately 

equal length. Part I, he announces, “lays down the principles of 

editing and publishing house organs of all classes,” but as a matter of 

fact describes in great detail the practices prevailing in the editing 

of house organs, with little attempt at the formulation of real principles. 

The first chapter, labeled “‘Historical,’”’ defines the house organ as 

“any periodical publication issued by a person, firm, organization or 

corporation for distribution among any particular class of people, 

either for promoting goodwill, increasing sales, inducing better efforts, 

or developing greater returns on any form of investment’’; points out 

that many regular magazines of today began life as house organs; 

enumerates some of the varied things which have been accomplished 

by the house organ; and cites an estimated annual expenditure of 

$9,000,000 to show the growth of the house organ as a form of advertising 

in recent years. As one would expect in a book of this type, scant 

attention is given the antecedents of the present-day house organ—less 

than one page, to be exact—and practically nothing is said to connect 

the house organ with the momentous changes in our industrial and 

commercial institutions which have been working out in modern large- 

scale business. 

The second chapter groups house organs according to physical 

make-up and editorial content. This second classification is somewhat 

confusing because the author uses the same analysis to bring out different 
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classes of readers and different editorial purposes, and because he fails to 

distinguish between customers (immediate buyers) and consumers 

(ultimate users) in his discussion of “consumer or user’s house organs” 

(pp. 35-37). The very simple, but useful classification of house organs 

as external or internal is not used at all. 

The remaining chapters in this first part are devoted to technique. 

In discussing “‘The Plan,” “The Preliminaries,” ‘“‘The Data,” “The 

Make Up,” “The Mechanical Details,” and ‘‘ Miscellaneous” the author 

supplements his own varied and successful experience with frequent 

quotations from other house organ editors, and introduces many illus- 

trations which enable the reader to visualize the publications and 

processes under discussion. 

In Part II the author surveys the use made of the house organ by 

various classes of business organizations—manufacturers, wholesalers, 

retailers, banks, public service companies, schools, etc. Frequently 

his rapid review of successful practices is supplemented with quotations 

which state vital policies in the editors’ own words. Into the eighteen 

chapters which comprise this part Mr. Ramsay has packed a great mass 

of facts and ideas of considerable value to those who are actually engaged 

in publishing house organs or who have a new publication in a given 

field under consideration. 

The book ends with six appendixes which are largely concerned with 
proving that house organs pay. The most valuable is the first one, 

which gives data on costs. 

Three classes of readers would seem to be concerned with this book: 

(1) house organ editors, (2) business executives who wish to study the 

possibilities of the house organ as an instrument of personnel or market 

administration, and (3) young people who find it a part of their training 

for business to study the house organ in some detail. To the first of 

these classes Mr. Ramsay has unquestionably rendered a great service. 

He has assembled a large amount of ‘‘brass tack” information and has 

organized it so that each editor can easily pick out what relates to his 

problems. The student likewise will find the book very useful—particu- 

larly Part I. With all its detail, it is not too technical to be easily 

understood by anyone specializing in advertising, and the author’s 

recommendations on mooted points of editorial policy are, generally 

speaking, quite sound. The average business executive, on the contrary, 

will probably not find the book so satisfactory. He is likely to regret 

the complete absence of economic background, especially in the historical 

chapter, where it would have been helpful to sketch the reasons for the 
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house organ of today in terms of widening markets, impersonal relations, 

intense competition, and the other characteristics of modern business. 

It is at least possible that he will resent the evident bias of the author 

in favor of house organs as a form of advertising, the efforts to “‘sell” 

the house organ idea with practically no recognition of its limitations. 

And he is almost sure to desire a fuller treatment of the “company 

magazine” or “plant organ” in view of its importance in present-day 

programs of employment administration. 

In spite of frequent illustrations and a wealth of case material the 

book is hard to read—partly because of the author’s excessive use of 

short paragraphs and tendency to stringy organization in place of clean- 

cut analysis, but chiefly because of poor spacing and other elemental 

faults of typography. However, for all who want a comprehensive, 

authoritative, and highly practical discussion of house organ policies 

and technique, the book is easily the best available. This does not 

mean much as long as the book stands practically alone in its field, but 

it bids fair to hold a permanent place in house organ literature. Cer- 

tainly Mr. Ramsay may confidently expect his book to succeed in what 

he calls his primary purpose—to bring not more house organs, but 

better house organs into the business world. 

NATHANIEL W. BARNES 
UNIVERSITY OF CHICAGO 

Selected Readings in Public Finance. By C. J. BULLOCK. 2d edi- 

tion. Boston: Ginn & Co., 1920. Pp. g20. 

This is a new edition of Bullock’s standard collection of readings in 

public finance. It retains three-fourths of the original selections, and 

replaces the remainder by more recent material. There are, in addition, 

three entirely new chapters, dealing with topics which have only of 

late been given the attention which they deserve in treatises on public 

finance, viz., State and Local Taxation, Problems of Tax Administration, 

and the Increment Tax. Although the second edition contains 250 

pages more than the original edition, the substitution of a finer paper 

has substantially reduced the size and weight of the book. 

At least while the present scarcity of satisfactory texts in public 

finance continues, this book is absolutely indispensable for college 

courses in public finance, whether with or without an accompanying 

textbook of the more formal type, and has no real competitor in its own 

field. The revision has greatly added to its usefulness, and the only 
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major criticisms which suggest themselves are the scant attention which 

it gives to the important changes in the federal tax system which have 

been introduced since 1913, and the absence of any discussion of excess 

profits taxes and of current proposals for sales taxation. 

Progressive taxation, discussed in a selection written by Seligman, 

receives only half-hearted support. He accepts it as an ideal, but 

rejects it as an administratively unworkable standard of taxation. 

The modern tendency is decidedly in the direction of ever steeper 

graduation in taxation, but the older academic writers, almost without 

exception, oppose either the principle or the practice of graduation, or 

both. Alfred Marshall’s recent uncompromising and, to the reviewer, 

unanswerable, espousal of the principle and practice of steep graduation 

would have been a valuable addition to this collection. It would have 

shown that there is at least one of the older economists who-finds himself 

able on scientific grounds to approve of the current liberal tendencies 

in taxation, instead of opposing them or damning them with half-hearted 

and skeptical support. 
JacoB VINER 

UnIvERsiTy oF CHICAGO 

The History and Problems of Organized Labor. (Revised). By 

FRANK T. CARLTON. New York: D. C. Heath and Co., 1920. 

Pp. 554- 
This is a revision of Professor Carlton’s well-known textbook, which 

was originally published in 1911. The most noteworthy new features 

are the addition of the chapter on “Scientific Management,” the accept- 

ance of Hoxie’s functional classification of unionism and the bringing of 

the illustrative material and legislative development down to date. 

The revision, however, is faulty in these respects: (1) the statistical 

material covering manufacturing (p. 69) does not extend beyond 

1905; (2) the author has not availed himself sufficiently of the material 

which Professor Commons and his associates have brought together in 

their History of Labor in the United States or of Brissenden’s notable 

study of the I.W.W.; (3) an inaccuracy results from carrying over the 

earlier statement that “The unions among workers in the clothing 

industries are increasing in strength, but it hardly seems probable that 

the Unions can cope effectually with the home sweatshop” (p. 442). 

As a matter of fact, home work has largely disappeared in the men’s 

clothing industry, and has been replaced in New York by the contract 



264 BOOK REVIEWS AND NOTICES 

shop and elsewhere by the factory system. The Amalgamated Cloth- 

ing Workers have, of course, played an important part in this transi- 

tion (p. 75). 

Finally, while we should be grateful that this useful text has been kept 

up to date, one cannot but feel that it would have been infinitely more valu- 

able if it had laid bare some of the springs of action which cause men, 

whether workmen or employers, to behave as they do in the world of labor, 

We have not as yet any satisfactory psychological explanation of such 

problems as, why some men join labor organizations and others do not; 

what are the relations between the leaders and the rank and file, and 

why; why the labor movement on the Pacific Coast, with a higher 

standard of living and with greater opportunities for personal advance- 

ment than, perhaps, any other section of the country, should be moving 

so much more rapidly to the left. The solid work of such men as 

Professor Carlton needs to be supplemented by material on these and a 

myriad of similar questions. One can only hope that the beginnings 

made by Parker, Ogburn, and Tannenbaum will be carried on by a 
number of other well-equipped students. 

Workers’ Education. By ARTHUR GLEASON. Bureau of Industrial 

Research. Pp. 61. $.50. (Half price to labor organizations.) 

Adult Working Class Education in Great Britain and the United 

States. By C.P. Sweeney. U.S. Bureau of Labor Statistics, 
Bulletin No. 271. 

These two pamphlets describe the existing agencies for educating 

the adult worker in England and America. The place of the Workers’ 

Educational Association, Ruskin College, and the Central Labor Col- 

lege in England are briefly described, and an account is given of the 

various American workers’ colleges which have sprung up so rapidly 

within the last few years. Mr. Gleason also makes a not wholly satis- 

factory attempt to lay down proper methods of conducting such classes. 




